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A man’s a fool to go around with his pants 
pocket burning with extra folding money 
when he ought to buy an extra Bond, because 
that loose lettuce is the stuff inflation is made 
of. When that extra dough goes hunting for 
civilian goods (that are as hard to find as 
Crosby in a tuxedo!), it tends to push up 
prices. Besides, it doesn’t make sense when 
twelve million kids are fighting our battle for 
any of us to hike up the cost of living by 
buying anything we can live without. 





ONE PERSON CAN START ITI 


You give inflation a boost... 
—when you buy anything 
you can do without 

—when you buy above ceil- 
ing or without giving up 
stamps (Black Market!) 
—when you ask more money 
for your services or the goods 
you sell, 

SAVE YOUR MONEY. Buy and 


hold all the War Bonds you us 


can afford—to pay for vo 
war and protect your own 
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future. Keep up your =n 
US 


surance, 
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A United States War message prepared by the War Advertising Council; approved by the Office of War 
Information; and contributed by this magazine in cooperation with the Magazine Publishers of America 
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Illustrated, Mon- 
roe LA-160, the 
small electric 
“ec model. 
ebuilt by Ameco 
and sold tor $250. 





THE PROOF ¢ c# t4e PERFORMANCE 


Watch the action of a rebuilt or reconditioned Ameco machine. 
It’s always hitting on all cylinders . . . always operating at peak 
efficiency. This sterling performance is justifiable—backed by 
more than 25 years experience. Every machine that leaves our 


factory has been gone over thoroughly by specialist-mechanics— 





checked and re-checked by operator-inspectors—so that an Ameco- 
installed machine looks and operates like new. ® You will find 
in our showrooms, office machines of almost every make and model 
. . . for delivery 30 days after receipt of your order. Each 
machine is guaranteed and serviced FREE for one year. ® Our 


representative will be glad to work with you. 
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OF a 
<a NAME 


P.R. MALLORY & CO., INC. knows 
how to avoid delays, Speed settlements... 
Key to their operation is effective use of 


KARDEX VISIBLE Record Control. 


Precision electrical and electronic parts produced 
by P.R. Mallery & Co., Inc. of Indianapolis will 
play an enormous role in peace, as they doin war. 

But a first essential to peace-time operation is 
the settlement of terminated war contracts. To 
eliminate lost time, protect assets and obtain 
early payments, P. R. Mallory employs a very 
fine Kardex contract termination record and 
procedure follow-up control. 

The follow-up record provides a history of 
the sixteen steps incident to each termination. 
On the visible margin the exact status of any 
settlement is revealed at a glance, each stop being 
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checked off as it is accomplished. Follow-up 
the next operation is controlled by the 
signal on the 1-to-31 day scale. Terminati 
records for vendors follow each contract 
centralizing all data for ready reference and ot 
derly procedure. 

Correspondence and other pertinent 
are wisely protected from fire in Remi 
Rand Safe-Filesupon which the Kardex 
are placed, and are filedinour Follow-upF 
that operate as a double check. 

Our wide experience in effective contract 
mination controls will gladly be placed at 
service through our nearest Branch Office. 


SYSTEMS DIVISION 


REMINGTON RAN 


315 Fourth Ave., New York 10, N.Y. 


1945 REMINGTON RAND INC, 
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Here in CCH'’s practical LABOR LAW REPORTS 
is provided swift, complete, and dependable 
coverage of “‘labor law."' Its informative weekly 
issues span the whole work-a-day world of stat- 
utes, regulations, rulings, court and administrative 
decisions, returns, forms, reports, instructions con- 
cerning the important federal and state regulation 
of labor relations and wage-hour problems. 


O Coverage includes: Wage and Salary Stabi- 
lization Law, War Labor Disputes Act, Overtime 
Pay Order, National Labor Relations Act, Fair 









(€CH) LABOR LAW REPORTS 


Labor Standards Act, anti-discrimination laws, 
public contracts laws relating to wages and hours, 
anti-injunction laws, state labor relations acts, 
state wage and hour laws, etc. 


Pertinent amendments, regulations, rulings, in- 
terpretative bulletins, and court decisions are like- 
wise promptly repotted. Thus, subscribers always 
have the last word, the newest development, the 
latest twist and turn of events of interest or im- 
portance in the field of ‘labor law.” 


Write for Complete Details 


COMMERCE) CLEARING HOUSE, ING, 


PUBLISHERS @F TOPICAL LAW REPORTS 


EMPIRE STATE BLOG., NEW YORK 1.+ 214". MICHIGAN AVE., CHICAGO! + MUNSEY BLDG., WASHINGTON 4 
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The Business of Peace 
By SaMvet J. Broap, C.P.A. 


E have just completed a major 

part of the war and the stupen- 
dous nature of our victory thrills our 
souls. But we cannot afford to coast 
until V-Day arrives. Our full ener- 
gies must be, and are, directed to the 
completion of the task. We can look 
forward to total victory with so 
much confidence, however, that we 
are justified in looking a little farther 
ahead and planning for the very diff- 
cult problems which the cessation of 
hostilities will bring. The problems 
of peace should not find us unpre- 
pared. 

The history of the Western na- 
tions has been a series of struggles 
for individual freedom. The relig- 
ious debates and struggles of the 
16th century were followed by the 
political struggles of the 17th and 
18th centuries. The inventions and 





SAMUEL J. Broan, C.P.A., Presi- 
dent of the American Institute of 
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the Society since 1922. Mr. Broad, 
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Queens University, Kingston, Can- 
ada, also holds the degree of Fellow 
Chartered Accountant from the In- 
stitute of Chartered Accountants of 
Alberta and is a member of the Do- 
minion Association of Chartered 
Accountants. He is certified in sev- 
eral states. 
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scientific developments of the 19th 
century were so revolutionary that 
they changed the nature of the strug- 
gle; it became an economic struggle. 
Machinery destroyed the self-depend- 
ence of the individual. The develop- 
ments in transportation—the railroad, 
the steamship, and the airplane—and 
in communications—the telegraph, the 
telephone and the radio—have de- 
stroyed the limitations of time and 
space, first between different sec- 
tions of a nation, and later between 
nations themselves. Let us imagine 
ourselves deprived of transportation, 
or without telephone and telegraph 
service . Government and business 
would soon be in chaos. Cities would 
soon starve. 








Cooperation 


This inter-dependence has placed 
tremendous power, and tremendous 
capacity for harm, in the hands of 
economic groups. A high degree 
of organization, if combined with 
selfish insistence on advantage to 
the group and disregard for the com- 
mon welfare, could do untold injury. 
Such insistence would turn into eco- 
nomic war on demoosacy, and if it 
should prove successful democracy 
will fail to function. Cooperation 
must be our watchword. Democracy 
cannot succeed without it. 

In international affairs we learned 
cooperation the hard way. It came 
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slowly at first but as the war pro- 
gressed self-preservation forced it 
upon the Allied nations, ourselves 
included. A degree of military and 
political cooperation between na- 
tions has been attained, the like of 
which has never before been seen 
in the history of the world. We are 
making a good start towards the 
even harder task of planning coop- 
eration for peace. 

The outset of the war found gov- 
ernment and business in our country 
with wide divergences of opinion on 
important questions. In the nation’s 
crisis business and government also 
learned to cooperate, and the result 
was the stupendous war production 
which amazed the world, and amazed 
even ourselves. In the difficult task 
of planning and establishing a work- 
able peace, this cooperation between 
business and government must con- 
tinue. 

Groups within business must learn 
to cooperate too. A promising start 
was made recently in the joint state- 
ment issued by representatives of 
employers and labor. It was perhaps 
a statement of objectives and it left 
many points unsettled. But the very 
fact that a start has been made is 
promising. Cooperation is a hard 
road and those who walk it deserve 
every encouragement in their progress. 


National Income 


The primary interest of all should 
be to make democracy work. Eco- 
nomically this objective requires full 
employment at good wages. Full em- 
ployment means not merely jobs, but 
productive jobs. It is hard to recog- 
nize any increase in the national in- 
come when a man breaks his arm 
and has to pay a doctor’s bill, or 
when he runs his automobile into a 
lamp post and has to pay a garage 
bill. Both result in income to some- 
one but it is merely a transfer of 
dollars without any increase in the 
total national income. Full employ- 
ment, again, does not mean that 
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everyone who has ever worked for 
wages should continue to do so. In 
times of normal prosperity the voung, 
the old, the homemaker, should pref- 
erably be at school or at home, en- 
gaged in their normal pursuits: 
Eventually this will reduce the num- 
ber employed. For a time those 
affected may be drawing unemploy- 
ment compensation and for this rea- 
son statistics on unemployment in 
the near future will have to be re- 
garded with caution. 

Production is the best measure of 
prosperity, and continued produc- 
tion -requires equivalent consump- 
tion. The background for a high 
level of production and a high level 
of consumption must be confidence 
—confidence on the part of the pro- 
ducer that he will be able to sell ata 
reasonable profit and confidence on 
the part of the consumer that he will 
continue to earn a good livelihood. 
Consumption is the only real limit 
to production. There is no limit to 
possible consumption, and that quite 
apart from the present backlog of 
unfilled wants. The actual limit of 
consumption is reached when the 
sacrifice necessary to pay for more 
goods exceeds the desire to consume 
them. And when this sacrifice by 
the consumer carries with it possible 
lack of security in the future it will 
quickly outweigh the desire to con- 
sume. 

Similarly, business men will ex- 
pand their plants and buy new ma- 
chinery only if they feel secure in the 
expectation of profitable markets for 
additional products. 

This sense of confidence or se- 
curity must be created and main- 
tained, because only by the increased 
production and the increased con- 
sumption which it will bring can we 
achieve a balanced budget and the 
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orderly retirement of our public debt. 
Requirements for Confidence 
\What is the climate under which 

such confidence an be expected to 
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thrive? The fundamental require- 
inent is cooperation—cooperation §be- 
tween all elements of our commun- 
ity, between government and busi- 
ness, and between the different 
groups which constitute business. 
Fortunately we have always had 
freedom of opportunity in America. 
Our objective must be equality of 
opportunity, an objective which we 
have always sought but have not 
fully attained. We should have free 
and equal access to materials and 
markets. We must seek the great- 
est possible freedom of trade and 
commerce. To this end restrictive 
practices—monopolistic practices— 
on the part of both management and 
labor, which result in the unneces- 
sary raising of costs, must be elimi- 
nated. Payments which increase 
costs without adding anything of 
productive or service value are arbi- 
trary barriers hampering the free 
flow of production and trade. 





Small Business 

Our prosperity must be founded 
on the broad base which such equal 
opportunity creates. Conditions con- 
ducive to the success of small busi- 
ness must be provided because of 
the major role it plays in our na- 
tional economy. Statistics (for a 
pre-war year) quoted by a commit- 
tee of the American Bankers Asso- 
ciation show that 60% in number of 
all enterprises had a net worth of 
less than $3,000 each and 95% net 
worth of less than $200,000 each; 
also that 45% of all persons gainful- 
ly employed in industry and tradé, 
in 1939, were employed by small 
business. Conditions favorable to 
small business are of particular mo- 
ment at the. present time because 
of their impact on the returning 
veteran in terms of his future as a 
proprietor of small business. A re- 
lease by the War Department re- 
ports that 7% of men now in the 
army plan to conduct their own busi- 
nesses after the war. And finally 
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small business is the father of large 
business, the source from which it 
springs. 

Favorable conditions cannot of 
course guarantee the success of 
small business; ability and know- 
how are necessary too. But if the 
conditions are favorable the better 
prospect of success will supply the 
confidence needed to induce new 
ventures. 

First and foremost is the need for 
simplification and modification of 
our tax laws. The proposal to in- 
crease the excess profits tax exemp- 
tion should be made effective. This 
would eliminate excess profits taxes 
for most small enterprises and make 
their taxes roughly equal to those 
paid by individuals on the same in- 
come. Double taxation of corporate 
dividends should be eliminated as 
soon as possible. Credit should be 
made readily available to those de- 
serving it. This applies particularly 
to returning veterans who are en- 
titled to help in making up for lost 
time.. Loans should be made, how- 
ever, on a business and commercial 
basis and not on a basis so risky 
that in effect they constitute gifts. 
Accounting help and advice will be 
required by veterans starting up 
business afresh and the American 
Institute of Accountants is seeing 
what can be done to make such help 
readily available. Finally, free ac- 
cess to materials requires fairness 
and full information in the disposal 
of surplus government properties. 


Government Accounting and 
Auditing 

Government, in its relations to the 
people, is in a position similar to that 
of the management of a corporation 
to its stockholders. It is the duty 
of business management to operate 
efficiently and to keep the owners in- 
formed so that they can judge the 
achievement and ability of the man- 
agement, and also the progress made. 


The tools of management are per- 
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sonnel, and contact is maintained 
with the owners through periodical 
reports. These should be clear and 
informative, and be supported by 
audits where financial transactions 
are itivolved. Our government has 
the same duty, to operate efficiently 
and report clearly, and it is no ex- 
aggeration to say that it needs a 
good deal of streamlining in both 
respects. 

Some of our government depart- 
ments do submit informative reports. 
Outstanding examples are the re- 
ports which the War and Navy De- 
partments have issued from time 
to time dealing with the progress of 
the war. They have been objective, 
setting forth accomplishments, and 
they have given us every confidence 
in the management of our war effort. 
At the other extreme is the govern- 
ment’s financial reporting. Though 
operating the largest business in the 
world, with more accounts probably 
than any other organization, ac- 
counts usually kept accurately even 
if in unnecessary detail, the govern- 
ment does not have a coordinated, 
efficient and informative accounting 
system; and there is no single com- 
prehensive financial statement or re- 
port which summarizes the financial 
transactions or position of the United 
States Government as a whole. 

Further, the United States Govern- 
ment does not have an auditing sys- 
tem which measures up to present 
business standards. Though me- 
ticulous in detail the audit is essen- 
tially what public accountants would 
describe as a cash or voucher audit, 
being more or less limited to the 
legality of the payments and the ac- 
countability of the disbursing officer. 
It does not answer other questions 
just as important, perhaps more im- 
portant; questions such as “What 
have we got to show for our money?” 
or “What happened to the goods we 
paid for?” or “What is the financial 
position?” To answer such ques- 
tions a different kind of an audit is 
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required and one made in the field 
where the operations are carried on. 

Financial reports and audits of the 
character made by the Government 
would not be accepted from business 
by bankers who lend their money, 
or stockholders who provide the 
capital, or stock exchanges where 
securities are bought and sold. Nor 
would either the accounting or the 
auditing meet the standards which 
Congress has set up under the var- 
ious Securities Acts for the informa- 
tion and protection of investors. 

The American Institute of Ac- 
countants, through its sponsorship 
of meetings and conferences, has 
sought vigorously to improve this 
situation, and with some success. 
Recently at the request of Senator 
Byrd we took the initiative again in 
organizing an informal committee, 
made up of leading Government offi- 
cials and members of our committee 
on governmental accounting, to as- 
sist a Congressional Joint Committe 
interested in this subject. Under a 
recent amendment to the George bill 
—the so-called Byrd amendment— 
the Comptroller General was author- 
ized and directed annually to exam- 
ine the accounts of all Government 
corporations, his examination to be 
made “in accordance with principles 
and procedures applicable to commer- 
cial corporate transactions”. More 
elaborate legislation of the same pat- 
tern is presently being considered by 
Congress. If the prescribed audit of 
Government corporations can be 
made effective and adequate it seems 
likely that Government departments 
will be subject to similar audits, 
more far reaching and _ effective 
though less detailed, than those 
made heretofore. 

The Comptroller General is very 
much alive to the added responsibil- 
ity which has been placed upon him. 
He is actively engaged in building 
up an organization of trained and 
qualified people for the division 
which is to carry on the work, and 
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in this the American Institute of Ac- 
countants has made intensive efforts 
to assist him. With his encourage- 
ment we have also appointed a com- 
mittee which will be available to 
help in any way it can. 

Government Organization 

The organization of our Govern- 
ment also is in many respects similar 
to that of a well organized business. 
The executive function is carried on 
by officials who head up to the Presi- 
dent. Congress is the board of direc- 
tors which, working closely with the 
President, should settle and control 
policies. Under the President are the 
many departments, sub-departments 
and agencies through which the ac- 
tivities of government are carried on. 

Given a good plan of organization 
the fundamental requirement for good 
management is personnel—person- 
nel of ability, integrity and adequate 
training. The experience of certified 
public accountants gives them ex- 
ceptional opportunities to observe 
this. Their professional activities 
vear in and year out take them right 
into the heart, into the inner secrets, 
of one business after another. It is 
their duty to find out what goes on 
and how it is accomplished. They 
cannot help but realize how impor- 
tant is the contribution which com- 
petent management and qualified 
personnel can make to the success 
of a business. 

Another thing which certified pub- 
lic accountants realize is that high 
salaries or high wages do not neces- 
sarily mean higher costs. Greater 
efficiency and ability may result in 
lowering costs and this is particu- 
larly true in the case of administra- 
tive people who work with their 
brains rather than their hands, and 
direct the work of others. 


Congress 


Good organization and good man- 
agement are just as important in the 
field of government as in the field 
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of business. Let us look at our gov- 
ernment with this thought in mind; 
and first Congress, the board of di- 
rectors. 

There is a real need for Congress 
to streamline its organization and its 
procedures; to make its committee 
and investigating activities as effi- 
cient as possible; and to adopt some 
means more effective than the seni- 
ority rule for important appoint- 
ments. In the recent crisis the lead- 
ers of our armed forces were chosen 
for fitness and ability; length of 
service had to go into the discard. 
We would have accepted no other 
course. Business too selects its 
leaders for proven qualification and 
initiative, not seniority, or it loses 
its place in the race. Vital years are 
ahead and the needs of the country 
demand that Congress follow suit. 

As to personnel, the remuneration 
of members of Congress makes many 
qualified people unavailable. Mem- 
bers of Congress are very much 
underpaid for the ability needed to 
meet adequately the responsibilities 
which are theirs. The salary of a 
Senator or Congressman is $10,000 
a year, an amount which was prob- 
ably adequate in 1925 when it was 
fixed, and when it could be aug- 
mented by other remunerative work. 
Today a conscientious Senator or 
Congressman has a full time job 
and little time and energy left for 
outside activities. Moreover, the 
cost of maintaining one residence in 
his home state and another in Wash- 
ington, of keeping in touch with con- 
stituents, and of assistance and travel 
over and above the allowances granted 
cuts heavily into his salary. 

The position should be made at- 
tractive to the ablest men in the 
country. The salary should be at 
least $15,000 a year. The deter- 
mination of the amount, $15,000 or 
some other figure, deserves serious 
consideration, regardless of whether 
it be made effective immediately or 
when present salary restrictions are 
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removed. And we should not stop 
with salaries. Adequate expense al- 
lowances should be provided, but 
they should be supported by a state- 
ment of expenditures if running 
above a certain minimum. An arbi- 
trary increase in expense allowances 
savors of the backdoor approach. 
The salary and expense issues 
should be faced squarely, and 
dealt with on their merits. 


Civil Service 


The remuneration of men in key 
positions in the various government 
departments and agencies is also un- 
duly limited. It is frequently much 
less than that commanded by those 
charged with similar responsibilities 
in private business. Men of great 
ability, sincere purpose and real de- 
votion to the public interest occupy 
many of these key positions. But 
too many of them leave to accept 
private employment where the fi- 
nancial rewards and financial pros- 
pects are more attractive 

When we buy quality we usually 
get what we pay for. If we are not 
willing to pay the price somebody 
else gets it. Strong leadership, able 
administration and effective control 
soon make themselves felt through- 
out a department. They not only 
improve the morale; in the long run 
they result in real economy. The 
cost of government should be re- 
duced rather than increased.by the 
greater efficiency which would result 
from top-grade personnel in key 
positions. 

The position of chief of the new 
audit division in the General Ac- 
counting Office to which I have re- 
ferred is a good illustration. Con- 
gress inserted a clause in the legisla- 
tion which permitted the Comp- 
troller General to select ten men for 
this department without regard to 
the civil service classification act. 
The salary of the chief of the divi- 
sion is limited to $10,000 per annum. 
The Comptroller General asked and 
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received nominations for the. posi- 
tion from the American Institute of 
Accountants. The position demand- 
ed a man of great organizing ability, 
sound judgment and wide profes- 
sional experience. A man qualified 
to undertake a task of such magni- 
tude could probably earn an income 
of at least $25,000 a year in private 
practice. A young man of proven 
ability but limited resources might 
well consider the financial prospects 
too restricted. Most older men in 
stronger financial positions might 
consider the task more arduous than 
attractive. As a result, the choice 
was very considerably narrowed. 

We should be able to attract to 
important positions in the govern- 
ment people of recognized ability; 
and to keep in the public service men 
the value and effectiveness of whose 
services has been demonstrated. We 
must make the key positions in our 
civil service more attractive. To 
adequate compensation should be 
added security of position. Free- 
dom from political interference must 
be assured, in fact as well as in 
theory. The remuneration should 
approach that paid by business so 
that the difference is reasonably 
compensated for by security of posi- 
tion and the prestige and satisfac- 
tion which come from public service. 
We should make our civil service 
sufficiently attractive as a career that 
able, aggressive and ambitious 
young men will not hesitate to make 
it their life’s work. There are sev- 
eral hundred men occupying key 
positions in the government whose 
top salary is $8,000 to $10,000 a year. 
It should not be so limited; a man 
should be paid what the job he ts 
doing is worth; if some maximum is 
necessary it should be not less than 
$25,000. 

Taxation 


3usiness confidence and the high- 
er level of employment which it 
creates will be materially advanced 
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by increased efficiency in the man- 
agement of national affairs. Another 
requisite is to strengthen the profits 
motive on which our economy is 
based. Under our scheme of gov- 
ernment the major incentive to pro- 
duce, to work hard, and to take 
risks, is the hope of reward in the 
form of profits or compensation. 

Early in the war as a nation we 
adopted the policy of keeping the 
profits out of war. By means of high 
tax rates and renegotiation, general- 
ly speaking this has been accom- 
plished. As a result our tax sys- 
tem is geared to war requirements. 
For peacetime purposes it must be 
revised; taxation must be returned 
to levels which leave enough of the 
incentive to encourage’ effort and 
investment. 

Changes in line with this policy 
should become effective promptly 
upon cessation of hostilities. To ac- 
complish this there is urgent need 
for the establishment by Congress of 
a coordinated long range tax policy. 
Congress should appoint a non- 
partisan tax commission to study the 
subject and bring in recommenda- 
tions. The alternative is to patch 
up again our present tax laws—laws 
which already are so cumbersome 
and so intricate that even those who 
have spent a lifetime in tax practice 
are often unable to ascertain what 
the tax liability is. 

Tax policies are being studied by 
the Congressional Joint Committee 
on Internal Revenue Taxation and 
progress is being made. Valuable 
time has already been lost, however, 
and the inevitable preoccupation of 
Congress and the Government de- 
partments involved with other im- 
portant matters leaves some doubt 
as to how effectively the job can be 
done without making it a full time 
project, instead of a side line. Look- 
ing ahead, a sound tax policy is one 
of the most pressing matters de- 
manding the attention of Congress if 
We are to have constructive and ag- 
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gressive action by business upon 
completion of the war. 


Tax Simplification 


With regard to tax simplification, 
a great deal has been accomplished 
in the case of income tax returns of 
individuals. Simplification of cor- 
porate tax returns is a more difficult 
matter if inequities are to be avoided; 
but a large measure of simplifica- 
tion is practicable and should be 
undertaken. The income tax is sup- 
posed to be a tax on income. Under 
the Internal Revenue Code, income 
is to be computed in accordance with 
the method of accounting used by 
the taxpayer, with the proviso that 
if this method does not clearly re- 
flect income the computation is to be 
made in accordance with such meth- 
od as in the opinion of the Commis- 
sioner does clearly reflect the income. 

Income is an economic concept. 
3ut the tax law and regulations and 
their interpretation by the courts 
seem to be moving farther and 
farther away from the economic con- 
cept of income, towards an arbitrary 
and legalistic concept which is quite 
different. In a recent decision, for 
example, the full proceeds of sales of 
coupon books were held by the Tax 
Court to be income in the year in 
which the money was received, re- 
gardless of the fact that the services 
which the coupon issuer must fur- 
nish were to be performed, and the 
costs sustained, in later years. The 
3ureau of Internal Revenue has is- 
sued a ruling which says that retro- 


‘ active wage increases paid may be 


deducted only in the year in which 
an uncontested application for ap- 
proval by the National War Labor 
3oard is filed. The fact that the 
wages may have been costs of a prior 
year is disregarded. Such decisions 
are based entirely on form and dis- 
regard reality. 

One of our Senators stated recent- 
ly that “Congress is a force that is 
just as valid in fixing what a cost 
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accounting method as the practices 
of business”. Neither the law nor 
the practices of business can change 
costs from what they are, or create 
income. Nor can accounting. Con- 
gress may say that for tax purposes 
special deductions may be taken for 
amortization of war facilities, or 
that depreciation deductions may be 
increased for a period of years. This 
does not make the deductions a cost 
of doing business. It reduces the 
balance on which taxes are payable 
but does not reduce the real income. 
Such allowances may be desirable as 
an incentive to induce taxpayers to 
take a specific course of action; but 
they should be recognized frankly 
as special deductions permitted in order 
to compensate for abnormal costs of 
construction under war conditions. In- 
come exists by and of itself; it can be 
determined only in accordance with 
objective and recognized standards; 
it cannot be increased, or decreased, 
by fiat. Our tax laws should revert 
to the original concept of the income 
tax, namely, that it is a tax on income. 


Government Regulation 


The climate conducive to confi- 
dence and cooperation can be mate- 
rially affected by government regu- 
lation. The country has accepted 
willingly an extreme degree of regu- 
lation as necessary to the winning 
of the war. The law of supply and 
demand ceased to function, and the 
Office of Price Administration came 
into being. The control of competi- 
tion over profits ceased to work, and 
we have renegotiation and excess 
profits taxes. We have given up a 
great deal of our individual freedom 
under the selective service law and 
the regulations of the War Man- 
power Commission. Regulation is a 
means to an end, not an end in itself; 
the end justifies the means under 
war conditions but  war-created 
regulations should be relaxed or re- 
moved as soon as conditions permit. 

Some degree of regulation is, of 
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course, necessary in peace times but 
it should include the minimum pos- 
sible interference by government 
with economic laws. Prices should 
be allowed to find their own level 
as soon as restrictions can safely be 
removed after the war. We have 
tremendous productive capacity and 
as conditions return to normal, in- 
creased production, and the result- 
ing competition for the consumer’s 
dollar, will keep prices down more 
effectively in the long run than can 
be done by government. 

The scope of regulation should be 
limited to the purpose to be served 
and it should not be directed to the 
accomplishment of other purposes. 
The purpose of public utility regula- 
tion, for example, is to obtain the 
lowest possible rates that are fair, 
not the lowest possible rates, or 
rates which will foster public owner- 
ship. Regulation should be enforced 
in a truly objective manner and in 
accordance with the policies estab- 
lished by Congress in enacting it. 
If one law can be stretched beyond 
its purpose so can another. The 
manner of enforcement should not 
be influenced by the personal views 
of the administrator. Laws should 
be administered by reasonable men 
and in a reasonable manner. Such 
an attitude is necessary in order to 
maiitain confidence in the good faith 
of government. 

In the past we have been inclined 
to take democracy for granted. More 
recently the world struggle in which 
we are engaged has taught us that 
democracy is a sensitive and living 
organism, that it must be nurtured 
and worked for, and if necessary 
fought for. Events have confirmed 
our belief that under a democratic 
form of government nations attain 
their highest level of accomplish- 
ment, whether it be in the standard 
of living of the people, in their level 
of culture, in their capacity for pro- 
duction, or in their ability to make 
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war. Democracy can be wrecked by positive action. The struggle to 
self-seeking groups, either domestic maintain it is worthwhile. We must 
or international, unless protected by make democracy work. 
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The Auditing Process 


By CuristiAnN OEHLER, C.P.A. 


HERE are many different types 

of accounting services, and these 
are classified into, let us say, five major 
divisions. <A brief survey of these five 
major divisions at the outset, may en- 
able us to understand the auditing 
process a little better, because it will 
afford the opportunity of contrasting 
auditing with the other four major di- 
visions. 

The five major divisions into which 
accounting services are usually classi- 
fied are: (1) Construction, (2) Oper- 
ation, (3) Review, (4) Interpretation 
and (5) Tax services. 

The first of these includes such serv- 
ices as the work of designing account- 
ing systems, which contemplates, among 
other things, the planning for the rout- 
ing of the transaction through the 
organization, planning the transmission 
of information to those who will make 
the record, planning the procedure for 
the act of recording, and designing the 
forms to be used. Every system of 
accounts must be custom built, because 
every business is different from every 
other business. But, in the building 
of an accounting system, certain funda- 
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mental principles common to all busi- 
nesses must not be overlooked. For 
example, in the planning of office 
routine, it is necessary to provide for 
first things first; thus, remittances re- 
ceived from customers must be deposit- 
ed promptly in the bank and credited 
promptly to the customer’s account, 
even though in the process it becomes 
necessary to hold up the cash book 
entry. Another fundamental principle 
is that provision must be made for the 
strongest possible internal control avail- 
able to us under the circumstances— 
i. e., the strongest internal control that 
can be provided with the available per- 
sonnel. Another matter that falls 
within this division of accounting serv- 
ices is the making of budgets; this 
includes not only the preparation of 
the budget itself, but also the provision 
for the comparison of the budget 
amounts with the actual amounts and, 
where the system provides for standard 
costs, for the comparison of the budget 
amounts with the standard costs and 
for the review of the accounts that 
reflect the variances from the standards. 
There are many other matters that fall 
properly within this division of ac- 
counting, such as providing for a cen- 
tral planning committee to insure co- 
operation between various departments 
—sales, purchases, warehouse, treas- 
urer, etc., and planning for the taking 
of inventory. 

The second major division of ac- 
counting services includes all services 
involving operating the accounting 
system. This consists in accounting 
for (1) values and (2) results. By 
accounting for values is meant a record 
that will reflect clearly that the persons 
to whom values have been entrusted 
have accounted properly for them, e. g., 
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The Auditing Process 


the cashier and the cash handled by 
him, the treasurer and the various bank 
accounts and securities subject to his 
control, the warehouseman and _ the 
merchandise or stock in trade. By ac- 
counting for results is meant a record 
that will make available to the proper 
authorities information with regard to 
the kind of a job the sales manager is 
doing, the kind of a job the credit man- 
ager is doing, or the purchasing de- 
partment, or the treasurer, or any other 
department of the business, or official, 
or key man. Bookkeeping falls within 
this division; bookkeeping comprises 
not only the actual recording of the 
transactions in the books of account, 
but also the preparations of financial 
statements and other reports based 
upon or taken from accounting data. 

The third major division of account- 
ing services includes all services of an 
auditing nature. Since this is the 
major topic for discussion tonight, the 
survey of what it comprises will be 
postponed until the other two major 
divisions have been surveyed. 

Accounting services involving the 
interpretation of accounting data com- 
prise the fourth major division. In- 
terpreting the accounts is answering 
the question “What do the figures 
mean?’ Reading a balance sheet and 
an income statement falls within this 
division. The meaning of working 
capital and the significance of changes 
therein over a period of time, the 
meaning of the net ledger value of 
property, the distinction between the 
regular, incidental and extraneous 
profits or losses of a business entity 
constitute,a portion of the subject mat- 
ter of this division. But the division 
includes not only the interpretation of 
the financial statements, but also the 
interpretation of ledgers, journals, 
working papers and all other account- 
ing data. 

Under present day conditions, tax 
services constitute an increasingly im- 
portant part of the accountant’s work, 
and tor that reason may very well be 
said to constitute a fifth major division 
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in the classification of accounting serv- 
ices. There are problems in tax 
practice which fall entirely within the 
field of the practice of law and which 
only the lawyer is competent to handle. 
There are other problems which fall 
entirely within the field of the practice 
of accountancy and which only the 
trained accountant is competent to 
handle. Some cases require the serv- 
ices of both the lawyer and the ac- 
countant, and in other cases, either the 
lawyer or the accountant, working 
without the assistance of the other, can 
perform a creditable piece of work. 

These major divisions of accounting 
services are not neat little pockets into 
which this or that accounting engage- 
ment may be snugly fitted. In many 
cases, accounting services overlap two 
or more of these major divisions. An 
audit report may and frequently does 
include interpretation of the financial 
statements as well as suggestions for 
the improvement of the internal ac- 
counting control, thus extending from 
the field of review into that of inter- 
pretation and construction of accounts. 
Many a small business entity keeps its 
books of account solely for the purpose 
of accumulating data for the prepara- 
tion of tax returns, and an accountant 
might be engaged for the purpose of 
designing a set of books for that par- 
ticular purpose, thus working in the 
field of tax service and in the field of 
construction of accounts. 

This brief survey has been made in 
order that the auditing process may 
be compared and contrasted with the 


-various other forms of service and that 


engagements in which other forms of 
service are contemplated, may be iden- 
tified and understood. 

The auditing process is essentially 
a process of review, a process of exam- 
ination of books of account, records, 
and other accounting data for the pur- 
pose of verification. The broad gen- 
eral purpose of the auditing process is 
the determination that a proper ac- 
counting has been made for (1) values 
and for (2) results and that the finan- 
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cial statements properly reflect the 
financial condition and the operating 
results of the business entity under 
review. 

Accounting for values implies that 
the treasurer, for example, has ac- 
counted for all the cash and securities 
that have been entrusted to him; that 
the foreman or plant superintendent 
has accounted for tools, machines, sup- 
plies, materials, etc.; that the ware- 
houseman has accounted for all the 
merchandise that has been entrusted to 
him. 

The pattern of accounting for values 
is based upon common sense and is 
sasily understood and remembered. It 
is simply this: the starting point is the 
amount to be accounted for at the close 
of the preceding accounting period; 
to this is added whatever additional 
amounts have been entrusted to the 
individual or department which must 
make the accounting; the sum of these 
two is the total to be accounted for 
during the current accounting period; 
from this total is then subtracted all 
amounts which have been properly dis- 
posed of during the period and are 
accounted for by properly approved 
vouchers ; the remainder is the amount 
that is to be accounted for at the close 
of the current accounting period and 
carried forward into the next succeed- 
ing accounting period. 

Accounting for values at the close of 
the current accounting period implies 
accounting at the final date- of that 
period for the existence, ownership, 
liens and valuation of the assets of the 
business or other entity which should 
be accounted for at that date. This 
means that the auditor must satisfy 
himself that the assets have actual 
existence, that the ownership is vested 
in the accounting entity, that liens, if 
any, are properly reflected in the books 
and in the financial statements, and 
that the valuations placed upon them 
are in accordance with accepted ac- 
counting principles. 

Verification of existence may be an 
easy matter, or it may be a difficult 
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matter, or it may be entirely beyond 
the ability of the accountant. The 
verification of diamonds as asset of a 
jewelry store is beyond the ability of 
the accountant as an accountant; the 
substitution of paste for the genuine 
stones could quite easily be made and 
quite as easily escape detection. 

Verificatson of ownership is also a 
matter that is not always easy to ac- 
complish. Cash or currency in the till 
does not bear any marks of ownership 
and may actually be the property of 
someone else, introduced for the pur- 
pose of covering a shortage. 

If any of the assets are pledged as 
collateral for loans, or are liened for 
any purpose, that fact should be dis- 
closed in the financial statements. The 
importance of this phase of the work 
of verification cannot be overempha- 
sized. 

In the field of the verification of 
valuations used on the balance sheet, 
many misunderstandings have arisen, 
particularly in the minds of those who 
have had no training in accounting 
principles. In accounting for the 
valuation of assets, a clear distinction 
must be made between value and valu- 
ation, and between the engineering 
concept of valuation and the account- 
ing concept of valuation. 

Value is an objective reality; the 
valuation is subjective and is the opin- 
ion of the valuer as to what the value 
is. Valuation is a measure of value 
and will differ as between valuers. 

If instructed by a court to find the 
true value of a business entity, I should 
be obliged to ask for and obtain much 
more detailed instructions. “What is 
true value?” is very like the question 
asked by Pilate “What is truth?”, and 
you will recall that Pilate did not wait 
for an answer. 

Going concern value, liquidating 
value, forced sale value, scrap 
value, earning power value—which 
of these shall we attempt to mea- 
sure. Which of these is the true 
value? Under all circumstances? 
Or, under special circumstances? 
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The Auditing Process 


Valuation is an engineering prob- 
lem. The accduntant is not a valuer. 
But the accountant does use valua- 
tions, and certifies to financial state- 
ments in which valuations are ex- 
pressed. His use of valuations, how- 
ever, is based upon accounting con- 
ventions because the accounting 
concept of valuation is itself an ac- 
counting convention. 

The accounting valuation of ma- 
chinery and equipment, buildings, 
furniture and fixtures and other 
depreciable fixed assets, furnishes 
an excellent example of the account- 
ing concept of valuation as distin- 
guished from the engineering con- 
cept. The general practice is to 
show these assets at cost less the 
reserve for depreciation and to build 
up the latter on the straight line 
method. Thus, if an asset is ex- 
pected to have a ten year life, one- 
tenth of its cost (less perhaps a por- 
tion for scrap or salvage value) is 
charged against operations each 
year and added to the reserve. At 
the end of five years, the net ledger 
value of the asset (i.e., the cost less 
the accumulated reserve for de- 
preciation) is one-half its cost. If 
the asset has been properly main- 
tained, this valuation is very proba- 
bly too low to represent value in 
use; and it is equally probable that 
it is too high to represent sales 
value. The net ledger value means 
only the portion of the cost that has 
not yet been charged against earn- 
ings. 

If the accounting conventions 
have not been observed that fact. 
will be disclosed on the face of the 
balance sheet, as for example, when 
an appraisal of the property has 
been made by engineers and the re- 
sult of the appraisal is reflected in 
the financial statement. 

Accounting for results implies 
that the transactions have been re- 
corded in such a way that the 
records will disclose what transac- 
tions have taken place, whether they 
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were authorized, and whether there 
was any dereliction of duty in the 
performance as far as that may be 
determined from a review of the 
accounts. Verification consists in 
determining that the transaction ac- 
tually took place, that it was prop- 
erly approved, that it was properly 
recorded and that the persons hand- 
ling the transaction and those re- 
cording it had authority to act. At 
least, it is hoped that the auditing 
process will verify that these things 
are true; but there are certain limita- 
tions, some of them imposed by the 
very nature of things, others by the 
condition of the accounting records 
and by the scope of the engagement. 

The purposes which may underly 
the engagement of auditing services 
are many, and if misunderstandings 
are to be avoided, the purpose for 
which the auditor is engaged should 
be disclosed to him by the client. If 
the client does not volunteer the in- 
formation, the auditor should ascer- 
tain the purpose by direct inquiry. 
Because the purposes for which the 
services may be engaged are very 
numerous and because the account- 
ant is not a mind reader, it is of the 
greatest importance, if audit work is 
being engaged for a specific pur- 
pose, that the purpose be ascertained 
and explained before the work is 


undertaken. 

Usually the purposes underlying 
the engagement of auditing services 
are classified into two general 
groups, viz. (1) internal purposes 
and (2) external purposes. 

Internal purposes are numerous 
and may be general in their nature 
or they may be specific. The man- 
agement may desire to ascertain 
from independent sources that the 
financial prepared by the company’s 
own accounting department are re- 
liable and fairly present the finan- 
cial condition and the operating re- 
sults. The purpose may be to de- 
termine whether the accounting 
system provides the proper safe- 
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guards against serious _ error, 
whether honest or fraudulent, or 
that the office routine is economi- 
cal and that the personnel is effi- 
cient. Frequently the purpose is 
the very general one of ascertaining 
whether the company’s own ac- 
counting department is functioning 
properly. 

External purposes include such 
purposes as the verification that the 
net assets and the net income are 
not over-stated in financial state- 
ments that are to be used for credit 
purposes or for investment purposes. 

It should be recognized that a dis- 
cussion of purpose is of the greatest 
importance before any auditing work 
is actually started. 

The scope of auditing services, un- 
like the purpose (or purposes) for 
engaging auditing services, is not a 
matter for discussion with the client. 
It is a matter of professional judg- 
ment and skill and should be left 
entirely in the hands of the auditor. 
The auditor will prescribe the form 
and scope of service, just as the 
physician will prescribe for his 


patient. 
Auditing *services are usually 
classified according to scope of 


service into (1) audits and (2) ex- 
aminations. There is no sharp line 
between the two. Auditing services 
cannot be divided and subdivided 
into neat categories. Sometimes it 
is hard to say of a given engagement 
whether it is an audit or an examina- 
tion as it may partake of the nature 
of both. Generally speaking, the 


Item for verification 
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scope of an audit is*such that the 
various internal purposes may be 
satisfied with respect to the finan- 
cial statements, the accounting sys- 
tem, the office routine and person- 
nel; the examination, on the other 
hand, usually contemplates nothing 
more than the verification that the 
net assets and the net income are 
not overstated. 

Occasionally a client, or prospec- 
tive client, may. ask an auditor to 
make a cash audit. This request is 
made because it is thought that it 
may be less expensive to have only 
the cash audited than to have all the 
items in the balance sheet and in- 
come statement audited. Really the 
cash audit is a complete audit (ex- 
cept for depreciation, depletion and 
similar items) for the reason that 
the cash receipts cannot be verified 
without the verification of the sales 
and the accounts receivable or other 
sources from which the cash may 
come; and the payments cannot be 
verified without the verification of 
the purchases of materials, merchan- 
dise, services, and the like. Verifi- 
cation of the recorded cash receipts 
is one thing; verification that all 
receipts have been recorded is quite 
another. Verification of the fact of 
payment is one thing, and the veri- 
fication of the propriety of the pay- 
ment is something else. 

The following broad general out- 
line may serve to illustrate some of 
the differences in auditing services 
as well as the general pattern of 
four different types of service: 


Scope of verification 
tf Ei. Li. IV. 
100% Test Test Test 
100% 100% 100% 100% 


100% 100% None None 
100% 100% 100% 100% 
100% 100% 100% 100% 
100% Test Review None 
L00% 100% 100% None 
100% 100% None None 
100% Test None None 
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The Auditing Process 


Item for verification 


Review of office routine 
Review of personnel 


Survey of internal control....... 


I. Complete audit. 
II. Test audit. 
III. 
IV. 


The above general outline should 
not be interpreted as a rigid classi- 
fication of auditing services, because 
such a classification is not possible; 
it is nothing but a representation of 
the broad general scope of certain 
types of service, showing the pattern 
which they usually follow subject 
to additions and variations. 

Limitations of auditing services 
fall into three broad classes; (1) 
those imposed by the nature of 
auditing; (2) those imposed by cir- 
cumstances and by conditions that 
may be outside or beyond the con- 
trol of the client; and (3) those that 
are imposed by the client. 

Limitations imposed by the nature 
of auditing are generally such that 
they may be readily removed by the 
performance of the necessary pre- 
liminary accounting work. The 
auditor must not be expected to keep 
the books; that form of service be- 
longs in the class of operating the 
accounts and not in the class of re- 
viewing them. This does not mean 
that the auditor should not write up 
the books; accountants are fre- 
quently engaged to do just that, but 
it is not auditing service. Monthly 
write-up work is not at all infre- 


quent among the smaller firms and* 


individual practitioners. 3ut an 
auditing engagement as such does 
not contemplate the performance of 
work that should be performed by 
the client’s own accounting depart- 
ment. 

Moreover, the auditor cannot be 
expected to make an audit or ex- 
amination if the books are poorly 
kept, or incomplete, or out of bal- 
ance. This is another limitation im- 
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Scope of verification 


I. II. TEL IV 
100% Test None None 
100% Test None None 
100% 100% 100% 100% 


Examination accompanied by a review of the operations. 
Examination of financial condition without review of operations. 


posed by the nature of auditing; it 
can be removed by the completion 
of the necessary preliminary ac- 
counting work. Bringing books in- 
to balance is not auditing service; 
it should be done by the client’s own 
staff, perhaps under the guidance of 
the public accountant, if in the judg- 
ment of the latter, it is necessary. 
But even if it should be considered 
necessary, it is bookkeeping and ac- 
counting work and not aiditing. 
The auditor would be expected to 
point out that the books are poorly 
kept, or incomplete, and make his 
recommendations as to how the 
situation can best be remedied at 
the least expense to the client. Of 
course, the auditor may undertake 
to perform the necessary bookkeep- 
ing and clerical work before under- 
taking his audit, but it should be 
understood that there are really two 
engagements involved here, an ac- 
counting engagement and an audit- 
ing engagement. 

The auditor cannot be expected to 
spend a considerable amount of 
time in locating differences and ad- 
justing them. He should be expected 
to point that differences exist, but 
the client’s own staff should do all 
the necessary detail work. 

The cost of ignoring limitations 
imposed by the nature of auditing 
may prove to be very great. The 
detail work of keeping the books, of 
locating errors and of adjusting 
them, and of keeping them free of 
error as far as that is humanly possi- 
ble, can be done by the client’s own 
staff for much less money than it 
can be done by the public account- 
ant. The wisé client does not expect 
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the public accountant to do work 
that can be done by his own staff; 
he uses the services of the public 
accountant to much better advan- 
tage. The wise public accountant, 
in like manner, does not perform 
work that can be done by his cli- 
ent’s own staff at less expense; but 
rather will he assist in the training 
of the client’s staff so that his own 
work will be reduced to a minimum. 
Where this procedure is followed, 
the client receives much _ better 
service and the auditor receives 
much better fees. The public ac- 
countant has nothing to’sell but his 
time; its value to his client depends 
not only on the skill of the account- 
ant, but upon cooperation between 
the accountant and his client. 

Some limitations of auditing serv- 
ices are imposed by circumstances 
and by conditions that may be be- 
yond the control of the client. 
Where the records have _ been 
destroyed or where they are found 
to be wholly unreliable, it may be 
impossible to make an audit or ex- 
amination. If currency is spent 
(perhaps for legitimate business ex- 
penses) and no record is kept, it 
may be impossible to tell what the 
money was spent for, or to recon- 
struct the record. The same might 
be said of sales where, for example, 
copies of the sales invoices are kept 
only until the amounts called for 
are collected and then destroyed and 
no sales book maintained. 

Another limitation imposed by 
circumstances is that imposed by 
location, as for example, a small 
cash fund located at a point where 
the auditor does not have an office 
or a correspondent may cost more 
to verify than the entire amount of 
the fund. Even if the auditor does 
have representation at the point, it 
may be that the cost of verification 
could not be justified because the 
effect of overstatement of the 
amount on the balance sheet or in- 
come statement would be negligible, 
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and the failure to verify would not 
therefore violate the principle of full 
and complete disclosure, if it were 
not mentioned in the report. 

Sometimes limitations are im- 
posed by the client. This practice 
is not as frequent as it formerly was, 
but it is very dangerous to the one 
who imposes the limitations. It is 
very much like going to a physician 
for a physical examination and then 
asking him not to examine your 
heart. The accountant cannot. be 
held responsible if something goes 
wrong because of something omitted 
from the procedure under the client’s 
instructions. If the error or defal- 
cation is concealed where the audi- 
tor cannot find it because of limita- 
tions imposed by the client upon the 
scope of his work, he is clearly not 
to be held responsible—unless we 
elect to hold him responsible for ac- 
cepting that type of engagement. 
There is a growing sense of respon- 
sibility among accountants and more 
and more they are refusing such en- 
gagements, because even though 
they are clearly not to blame when 
something goes wrong, some of the 
odium attaches to them. 

The accountant should inform 
his client that he must proceed only 
in accordance with methods which 
he, the accountant, deems appropri- 
ate, or that he must otherwise with- 
draw from the engagement. If the 
client wishes the work performed 
according to his own detailed in- 
structions, then he should add the 
necessary personnel to his own staff 
for the purpose. 

In determining the scope of his 
services, the auditor relies to a very 
large degree upon the internal con- 
trol in effect in his client’s office. 
Internal control comprises all those 
devices of internal organization 
whereby assets are safeguarded and 
the records kept reasonably free of 
error by having one employee act as 
a check upon another. If the man 
who handles the cash is not per- 
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mitted to have access to the cus- 
tomers’ records, then the work of the 
cashier exercises internal control 


over the work of the customers’ 
ledger bookkeeper in_ recording 


credits to the customers’ accounts; 
and this work, in turn, serves as in- 
ternal control over the work of the 
cashier in recording and depositing 
collections received from customers. 
[f the payroll is prepared by the 
accounting department and distribu- 
ted by the paymaster’s department, 
internal control is brought about by 
each department acting as a check 
on the other. Two employees who 
are independent of each other should 
have joint control over securities, if 
effective internal control is to be 
provided. The same is true of 
counter-signatures on checks; if a 
treasurer and his assistant sign, 
there is no internal control, because 
the two are not independent; but if 
a representative from the treasurer’s 
department and a_ representative 
from the comptroller’s department, 
there is effective internal control 
because the two officers or em- 
ployees are independent each of the 
other. 

Vacations constitute a means of 
internal control, because the work of 
the one who is going on vacation is 
turned over to someone else to per- 
form in his absence. The auditor 
should always beware of the clerk 
who never takes a vacation—per- 
haps he doesn’t dare leave his work 
because of fear of what may be dis- 
closed. Rotation of clerks 
the office is also a device of inter- 
nal control which is_ frequently 
adopted. 

Some of the larger business enti- 
ties have very elaborate systems of 
internal control, but because of the 
large number of employees required, 


these elaborate systems are not 
available to the smaller business 
entity. Limitations upon the nature 


and effectiveness of the internal con- 
trol are imposed by lack of person- 
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nel where the business entity is 
small; but most of these businesses 
can and should make use of the 
minimum requirements, some of 
which have been mentioned above. 

The effect of internal control on 
the reliability of the accounting data 
should be apparent at this point. If 
the internal control is strong and 
effective, there is little likelihood of 


anything being seriously wrong 
with the records. 
In thinking of this particular 


point, however, it should be borne 
in mind that it is much easier to 
alter a balance sheet or an income 
statement than it is to alter the 
underlying detail. It is for this rea- 
son, among others, that the agree- 
ment between the financial state- 
ments and the books of account is 
so important. Insistence upon 
agreement with the books, how- 
ever, even though it is a point well 
taken, is not the final word; if there 
should be agreement, it must be 
realized that the books must be 
reliable or the statements that are 
in agreement with them cannot be. 
A good internal control on paper 
is not necessarily effective. The em- 
ployees may have taken shortcuts 
that have destroyed its effectiveness. 
Employees may do this to save time 
or to save themselves work, but if 
the pattern of the internal control is 
not being followed, it may be worse 
than useless—because the manage- 
ment will be relying upon something 
that is not there to be relied upon. 
The effect of internal control upon 
the scope of services determined 
upon is this; the stronger the inter- 
nal control, the less work need be 
done, the fewer samples may be 
selected; the weaker the control, 
the greater the number of samples 
that must be selected. In the selec- 
tion of the samples for verification, 
the choice will be made with regard 
to specific phases of the client’s ac- 
counting system and with due re- 
gard, not for the internal control as 
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a whole, but with regard to the in- 
ternal control in the specific job or 
specific record. But however strong 
the internal control may appear to 
be, the auditing process cannot be 
dispensed with. Those officers and 
directors of banks and of industrial 
enterprises and, in fact, of any other 
business entity, who are relying 
upon their internal control without 
review by independent public ac- 
countants are being penny wise (if 
they are trying to save an audit fee) 
and pound foolish. Some day some- 
thing may go wrong and upon in- 
vestigation it will be found that the 
internal control which was so care- 
fully planned was not being carried 
out in practice. 

Where the internal control is 
found to be effective after a survey 
has been made, the auditing process 
consists of testing the accuracy and 
reliability of the accounting data. 
This is the theory of sampling ap- 
plied to the auditing process. The 
sample selected must be adequate, 
that is, it must be sufficiently large 
to give us a fair picture in miniature 
of the whole. The sample must be 
representative, that is, it must cover 
the entire field of study, not only 
the sales, but the purchases, the cash 
receipts, the cash disbursements, and 
so on, through every type of trans- 
action. The sample must be se- 
lected without foreknowledge of the 
client or the client’s employees; the 
element of surprise may be exceed- 
ingly important, particularly in the 
verification of cash and of negoti- 
able securties. The sample to be 
selected will consist of entries in 
books of account, of papers, docu- 
ments, contracts, invoices, etc., sup- 
porting the entries in the books. 


Vouchers are documents attesting 


to the authenticity of transactions. 
Cancelled checks are vouchers at- 
testing to the fact of payment, but 
not to the propriety of payment; in- 
voices, bills, and statements are 
needed for this. 
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There are other facts affecting the 
scope of service in addition to the 
internal control. The first of these 
is the nature of the business. In a 
trading concern, the working capital 
position and the inventories in par- 
ticular, are of the greatest impor- 
tance and merit the greatest amount 
of consideration in the amount of 
time and effort to be spent in their 
verification; in railroads, public 
utilities, the property accounts, main- 
tenance and depreciation, deserve a 
great deal of attention; in Wall 
Street houses, the accounting for se- 
curities is of prime importance. 


Another factor is the calibre of the 
personnel. The careful clerk re- 
quires less attention than the care- 
less one; the well-trained and capa- 
ble clerk requires less attention than 
the one who is less well-trained and 
less capable. The manner in which 
the work is laid out in the office is 
always an important point for con- 
sideration: where the duties aré not 
clearly designated, more attention 
is required than in cases where each 
individual in the office has specific 
duties to perform, knows what they 
are, and knows how to perform them 
The department or person who is 
pressed for time or lack of help re- 
quires more attention than the one 
that is not so pressed; pressure leads 
to errors. And finally the morale of 
the client’s staff must not be over- 
looked. The happy employee is the 
one that turns in the best day’s work. 
Happy employees are likely to be 
honest employees. The employee 
who thinks that his employer is tak- 
ing advantage of him is the more 
likely to attempt to steal, or at the 
very least, to “lay down on the job”. 

At the conclusion of an auditing 
engagement, it is customary for the 
auditor to submit an audit report. 
An audit report (and, by the way, 
the audit report should never be 
referred to as the “audit’’) in the 
strictest sense consists only of a cer- 
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tificate and the financial statements 
which are certified. 

The certificate is the opinion of 
the auditor that the financial state- 
ments fairly present the financial 
condition and operating results of 
the business entity, subject perhaps 
to qualifications. The certificate al- 
Ways contains two parts, the pre- 
liminary statement covering briefly 
the fact of audit and second, the 
opinion paragraph which states that 
the statements fairly reflect the finan- 
cial condition and operating results. 
In addition to these, there may be 
qualification paragraphs or explana- 
tory paragraphs, when in the opinion 
of the auditor they are necessary. 

The financial statements consist of 
(1) the balance sheet, (2) the in- 
come statement, and (3) the recon- 
cilement of surplus. The latter is a 
statement which explains in sum- 
mary form all the changes in sur- 
plus since the date of the most re- 
cent closing of the books. 

It is customary with many account- 
ants to go into the field of interpre- 
tation in the report; and in these 


cases, the report may contain com- 
ments on the financial condition, the 
working capital position together 
with an analysis of the changes in 
the working capital, the operations, 
the condition of the receivables, and 
many other matters. 

It is not so important for the audi- 
tor to tell what he did, but it is very 
important for him to tell what he 
did not do, e.g., where he may have 
omitted some part of standard audit- 
ing procedure, such as attendance at 
inventory taking, confirmation of re- 
ceivables and payables, reconcile- 
ment of bank balances or other veri- 
fication procedures. 

It was not the intention to cover 
completely the subject of the audit- 
ing process, as obviously a subject of 
such wide scope could not be covered 
in one evening, or even in several 
evenings. The intention was to pre- 
sent some of the high lights and to 
assist you to a little better under- 
standing of just what the auditing 
process is. It is hoped that this pur- 
pose has been achieved. 





It is the Patriotic Duty 





of Every American Citizen to: 


BUY United States War Bonds and Stamps 
GIVE to the Red Cross 
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Relation of Accounting Principles to the 


Solution of Federal Income Tax Problems 
By Dr. Josern J. Kier, C.P.A. 


I—PRELIMINARY OBSERVATIONS 


S you will note from the mimeo- 
graphed outlines which have 
been distributed, I intend to discuss 
with you a number of cases, some 
of them recently decided, which will 
illustrate the application of account- 
ing principles in the determination 
of taxable net income. The number 
of cases which will be analyzed and 
discussed will depend on the time 
required to present a number of 
essential preliminary topics. Aside 
from some introductory observa- 
tions, these preliminary topics in- 
clude discussion of “accounting 
principles,” “income” both as an ac- 
counting and as a federal income tax 
concept, and deliberate legislative 
deviations from sound accounting 
practices in the determination of 
taxable income. 


(1) Basic problem: “Accounting in- 
come” versus “tax income.” 


Fundamentally, every income tax 
problem involves, aside from Con- 
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stitutional and procedural questions, 
an amount of tax—payment or re- 
fund thereof. In the determination 
of the federal tax on incomes—and 
we are not dealing tonight with any 
other phases of taxation—the amount 
subject to tax is frequently found 
through the help of bookkeeping or 
accounting. This is surely true of 
the income of business enterprises. 
As we shall soon see, “taxable in- 
come” and “accounting income” are 
by no means identical. Neverthe- 
less, Congress must have intended 
that accounting principles, to a much 
greater extent than is actually the 
case, should govern the determina- 
tion of taxable income. 


(2) Interaction between accounting 
principles and income tax deci- 
sions. 


Manifestly, tax law has influ- 
enced accounting principles, but as 
accounting does not function in a 
vacuum, it has been influenced by 
other factors as well, among which 
are law in general, business manage- 
ment, credit seeking, and require- 
ments and mandates of governmen- 
tal agencies. See, for example, Sources 
of Accounting Principles, by Professor 
Roy B. Kester, in the Journal of Ac- 
countancy for December, 1942. But 
just as accounting does not func- 
tion in a vacuum, neither does it 
travel a one-way street. It influ- 
ences taxation. Roswell Magill, in 
his Taxable Income, points out that 
“there is likely to be a gradual 


‘cross-fertilization between the in- 


_ Presented May 24, 1945 for the Course on Current Problems in Accounting for Lawyers 
given by the Practicing Law Institute in cooperation with the American Institute of Account- 
ants and the New York State Society of Certified Public Accountants. 
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come tax decisions and accounting 
principles, as each group of special- 
ists comes to know the other’s 
theories and results.” 


(3) Inevitable effect of high income 
tax rates. 


The pressure of income tax ac- 
counting on business operations is 
indisputable ; the effects of the pres- 
sure are manifest in many ways, 
directly and indirectly, including the 
form selected in. which to conduct 
business. The activities and opera- 
tions of a business are undeniably 
influenced by net results,—profits 
after taxes. In the presence of a federal 
taxing statute with rates at almost 
a confiscatory level, which claims 
95% of corporate net income (with 
a post-war refund provision of 10% 
thereof) and as much as 94% of non- 
corporate net income, no wonder 
that accounting for taxable income 
has come to be recognized as of 
primary significance. It is to be ex- 
pected that honest taxpayers will 
seek accounting practices which re- 
sult in avoidance of unnecessary 
exposure to taxation, and in post- 
ponement of such exposure as long 
as possible. When tax accounting 
deviates from financial accounting, 
it becomes of the utmost importance 
that such deviations be absolutely 
justified under the Constitution and 
in the statutes. Resistance is natu- 
ral to any tax administrator’s inter- 
pretation which seeks unjustifiably 
to increase taxable income or at- 
tempts too early precipitation of tax 
liability. 


(4) Static definition of “income” not 
to be expected. 


Neither the concept of accounting 
income nor that of tax income is 
* Rev. ed. (1945), p. 20. 
218 Op. A. G. 246. 
*7. BD 374 CIV-2 CB: 37): 
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static; as accounting principles and 
practices develop, the concept of 
accounting income is modified and 
changed; with each amendment of 
the Internal Revenue Code the sta- 
tutory definition of tax income 
changes. 

Under the Constitution, the term 
“income” will not be put in a strait- 
jacket by a definition which will for 
all time confine it to a fixed connota- 
tion. The courts will, from time to 
time, in dealing with specific cases, 
give earlier definitions greater pre- 
ciseness, expand where necessary or 
expedient, but no static definition is 
to be expected. 


(5) British vs. American philosophy 
of tax administration. 


The British income tax adminis- 
trator has a degree of discretion 
vested in him that the American 
legislator appears to regard as prac- 
tically unthinkable. That is why 
the British income and excess profits 
tax statutes are so short, while our 
taxing laws are so long, detailed 
and complicated, and, perhaps, why 
they are so frequently amended. 
The British tax administrator is in- 
tended to administer the law in a 
quasi-judicial spirit; the American 
counterpart is expected to be 
“Treasury” minded. Rare, indeed, 
is the official who seeks justice only 
and who really does not care 
“where the chips fly.” Fortunately, 
there are some such officials in key 
positions in the Revenue Bureau, 
both in Washington and in the field. 
An Attorney General has advised 
the Treasury that revenue laws 
should be interpreted so as to favor 
the revenue.* An opinion of a later 
Attorney General is more consonant 
with the rule that reasonable doubts 
as to taxable income are to be re- 
solved in favor of taxpayers. Many 
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field agents act as though they had 
been brought up on 18 Op. A.G. 246; 
fortunately, fewer higher Bureau 


officials are uninfluenced by Gould v. 
Gould,* Smietanka v. First Trust & 
Savings Bank® and U. S. v. Merriam." 


II—ACCOUNTING PRINCIPLES 


In the determination of business 
income, it is recognized that impor- 
tant as is the application of sound 
and accepted accounting principles 
to the elements and factors with 
which the accountant deals, it is of 
at least equal importance that such 
principles should be consistently ap- 
plied. Such two-fold criterion is em- 
bodied in the certified public account- 
ant’s report or certificate based on 
his audit or examination: 


“In our opinion, the accompany- 
ing balance sheet and related state- 
ments of income and surplus fairly 
present the position of 
Company at ; 
1944, and the results of its operations 
for the year then ended, in conform- 
ity with generally accepted account- 
ing principles applied on a basis 
consistent with that of the preceding 
year.” (Italics supplied for em- 
phasis ) 


As Mr. George O. May, in his 
lecture on “Distribution of Profits,” 
or Mr. Carman G. Blough, in his 
talk on “Effects of S. E. C. and 
Treasury Department Policies on Ap- 
plication of Accounting Principles” 
may have told you, an “accounting 
principle” is neither the philosopher’s 
“fundamental truth’ nor the mathe- 
matician’s “axiom.” An accounting 
principle is really a “convention” or a 
“rule” derived empirically, Thus: 


“. . . Initially, accounting rules 
are mere postulates derived from ex- 
perience and reason. Only after they 
have proved useful, and become gen- 
erally accepted, do they become 


2245 USS5151: (1917). 


* 257 U. S. 602 (1922). 
*263 U. S. 179 (1923). 


principles of accounting. But in dis- 
cussion the word is often invested 
with an aura of sanctity, arising out 
of its more fundamental meanings, 
thus leading many to attribute to 
the rules of conduct called principles 
a greater force and a more universal 
and permanent validity than most of 
them were ever jntended to have.” 


In this presence, it may be most 
helpful to liken an accounting princi- 
ple to a principle of law which stems 
out of decisions of the courts. But 
such court decisions frequently pre- 
sent conflicting principles. It then 
becomes your job and mine to try to 
find the principle which applies most 
aptly to the specific facts of a par- 
ticular case. In a similar sense, we 
speak of an accounting principle— 
no more, no less sacrosanct, fixed, 
immutable, than a principle of law. 
In both fields the principle is helpful 
for it satisfies practical needs. 

As a single illustration of a firmly 
established accounting principle, I 
offer the well established practice 
or rule: 


The revenue of a given account- 
ing period shall be charged with, 
and offset by, all costs and ex- 
penses fairly attributable or appli- 
cable to such revenue. 


I shall not add another illustration, 
but I do refer you to the distinction 
between income and capital, recognized 
both by the accountant and the 
economist. The accountant’s recog- 
nition of the distinction finds expres- 
sion in a principle or rule or practice. 


"Report of Committee on Terminology, Amer. Inst. Accts, Accounting Research Bul. 


No. 7 
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“Approved standard methods of 
accounting,” the expression in the 
Treasury Regulation,® is quite syn- 
onymous with “generally accepted 


accounting principles,” the state- 
ment in the independent account- 
ant’s report or certificate and with 
“good accounting practice.” 


III—APPLICATION OF GOOD ACCOUNTING PRACTICE 
TO INCOME TAX PROBLEMS 


The essential task of accounting, 
in its relation to the solution of the 
type of income tax problem with 
which we are dealing, is to aid in 
determining the quantum of income 
and the taxable period to which it 
belongs. The problem itself involves 
differentiation between “accounting 
income” and “federal income tax in- 
come.” Aside from those distinc- 
tions which are statutory,—and we 
shall refer to such differences short- 





ly,—I should, in passing, remind you 
that income is determined by the 
facts and not by mere bookkeeping 
entries.” This is as it should be. 
My good friend, Judge J. Gilmer 
Korner, Jr., while Chairman of the 
United States Board of Tax Appeals, 
embraced the opportunity to philos- 


ophize about accounting.2® What 
he wrote makes interesting and 


pleasant reading, but it is probably 
undeservedly complimentary. 


IV—“INCOME” AS AN ACCOUNTING CONCEPT 


When an accountant speaks of 
“income” he has in mind “net in- 
come,” or, at least, he frequently 
employs the terms synonymously. So 
do the business man and the econo- 
mist.1?_ Quite frequently, the account- 
ant uses interchangeably “income” and 
net “earnings and profits.”?* 

Robert H. Montgomery has sug- 
gested an acceptable definition of net 
income :7° 


“The net income of a business is 
the remainder of the earnings and 
profits from all sources after provid- 
ing for all costs, expenses and allow- 
ances for accrued or probable losses.” 


In 1941, the Committee on Ter- 
minology of the American Institute 
of Accountants reported that the 
definition of income in Eisner v. 


* Reg. 111, Sec. 29.41-2. 


Macomber'* “conformed closely to 
the accounting concept, and _ is, 
therefore, appropriate for adoption 
by accountants for general use as 
well as for tax purposes” :*® 


“Income may be defined as the 
gain derived from capital, from 
labor, or from both combined, 
provided it be understood to in- 
clude profit gained through a sale 
or conversion of capital assets...” 


It has often been observed that 
the accountant’s concept of income 
is a conservative one, and that it 
discloses the influence of credit - 
grantors who had learned, through 
sad experience, that anticipated prof- 
its frequently were not realized 
while the possibility of future losses 
was often regarded too optimistical- 


* Doyle v. Mitchell Bros., 247 U. S. 179 (1918). 


* Goodell-Pratt Co., 3 BTA 30 (1925). 


4 Seligman, The Income Tax, (1914), p. 19. 
* The expression “earnings and profits” has a special statutory meaning. See Reg. 111, 


Secs. 29.115-11 to 29.115-14. 


* Auditing Theory and Practice, Sixth Ed., p. 421. 


#252 U. S. 189 (1920). 


* Accounting Research Bulletins, No. 9 (Special). 
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ly. Hence the injunction: antici- 
pate no future profits, but show pos- 
sible future loss. 

Because income is measured in 
money, and because in modern busi- 
ness the calculation of the amount 
of income for a year involves many 
transactions recorded through the 
bookkeeping process which, at least 
to many lawyers, appears not only 
mysterious but mathematical, an 
“aura of sanctity” has frequently been 
impressed—especially by attorneys 
—on the end results shown in the 
balance sheet and in the income 
statement. In sober truth, much of 
the conclusions expressed in such 
financial statements is based on esti- 
mate. This is inescapable, because 
these statements merely express the 
opinion of management as to values, 
overlapping income, expenses in in- 
completed transactions, etc. And 
when the certified public accountant 
reports on such statements, as a re- 
sult of his audit, he likewise ex- 
presses his opinion on the opinion 
of management, which alone is re- 
sponsible for the substantial cor- 
rectness of the representations im- 
plicit in such statements. 


Accountants recognize two funda- 
mental bases for determining net in- 
come of a period: the cash receipts 
and disbursements basis, and the 
accrual basis—itself really a number 
of different bases. The first basis 
is of very limited application; the 
latter is necessary for most trading 
and all manufacturing enterprises. 
The regulations recognize these 
bases, although, at least until quite 
recently, some officials appeared to 
regard the accrual basis as one dis- 
tinct method. In reality, there is the 
cash basis, approved for those not 
in business and, to a very limited 
extent, for some others; and then 

Tike} ike nt ees wel). 


™ Reg. 111, Secs. 29.22(c)-1 to (c)-8. 
~I. RC Secs. 41, 42,45. 


there is the approved accounting 
method or procedure of business or- 
ganizations which, while they must 
employ an accrual basis in order to 
determine (approximately) correct 
income, cannot have their account- 
ing procedure identified with suffi- 
cient definiteness by saying that 
they are on the accrual basis, and 
nothing more. The accrual basis, 
when used by traders and manufac- 
turers, involves the use of inven- 
tories. Inventories require deter- 
mination of quantity and value. Cer- 
tain types of business have devel- 
oped special inventorying methods 
and procedures, and these consti- 
tute recognized accounting prac- 
tices’ The law'® and the regula- 
tions’? recognize and approve such 
established practices. 

Where the statute refers to the 
taxpayer’s “method of accounting,” 
Congress undoubtedly had in mind 
methods of accounting in accord- 
ance with recognized professional 
practices grounded in approved ac- 
counting principles.’® 

Taxpayers must use either the 
cash basis or an accrual basis. Tax- 
able income, in general, is not to be 
calculated on a hybrid basis. 

Mr. Justice Stone, in the Anderson 
case (joined with U. S. v. Yale & 
Towne Mfg. Co.),’® pointing out that 
the Revenue Act of 1916 must have 
contemplated the accrual method of 
accounting and that the true income 
for the year “could not have been 
determined without deducting from 
its gross income . the total cost 
and expenses attributable to the pro- 
duction of that income,” stated: 


“It was to enable taxpayers to 
keep their books and make their 
_ returns according to scientific ac- 
counting principles, by charging 


269 U. S. 422 (1926). But see later contra holding in Lucas v. American Code Co., 


Inc., 280 U. S. 445 (1930). 
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against income earned during the 
taxable period, the expenses in- 
curred in and properly attributable 
to the process of earning income 
during that period.” 


Here is Clear Recognition of the 
Accrual Basis of Accounting. 

In the Anderson case, the issue in- 
volved the deductibility of the muni- 
tions tax which .was based on the 
business of 1916, but not paid until 
1917. It was not until the latter 
year that the amount of the tax was 
known or paid. In effect, a reserve 
for the tax was allowed in the com- 
putation of the taxable income for 
the vear 1916. The time of the de- 
duction was found to be 1916, to 
which the deduction applied and in 
which year the revenues were re- 
ported, and not the later year of 
payment. 

While we are now dealing with 
the accountant’s concept of income, 
a very brief word regarding the 
economist’s concept is in order. 


Economists quite universally define 
“income” as, in effect, the succession 
of pleasurable sensations imparted 
to us by things or services. They 
regard wealth as the fund or stock 
of such goods. 

For practical purposes, we must 
use a yardstick — money —to evalu- 
ate such satisfactions, i.¢c., income, 
“Money income” refers to the time 
of receipt (or its equivalent on an 
accrual basis), rather than to time 
when the money is spent for psychic 
pleasures or satisfactions. Hence, 
Haig’s often-quoted definition :*° 

“Income is the money value of the 

net accretion to economic power 

between two points of time.” 
Seligman would add to Haig’s defini- 
tion :?1 

“ ‘Separation,’ that is, a separation 

of the accretion from the fund by 

‘realization.’ ” 

Upon analysis, Haig’s and Selig- 
man’s definition are not radically 
different from the one sponsored by 
accountants. 


V—“INCOME” AS A (FEDERAL INCOME) TAX CONCEPT 


In the very nature of things, ac- 
counting principles and _ practices 
will influence determination of tax- 
able income through tax legislation, 
through tax administration and 
through judicial interpretation but 
the statute remains supreme. Ac- 
counting principles, when persua- 
sive (with notable exceptions), guide 
the courts; when so-called principles 
are arbitrary or illogical, and espe- 


cially when not generally accepted, 


they are ignored by the courts. 
Taxable net income is what the 
statute says it is. But the statute 
vacillates and changes altogether 
too frequently. And at any moment 
of time there are a number of dif- 
ferent statutory “net incomes.” Thus, 
this very evening, the Internal Rev- 
enue Code (as amended to date), 


defines “net income” in a number of 
different ways. I shall mention a 
few of them: 


(a) Normal tax net income (for 
corporate and other taxpayers) 


—see Sec. 21(a) 


(b) Surtax net income (for cor- 
porate and other taxpayers)— 


see Sec. 12(a) 


(c) Declared value excess-profits 
tax net income (for corpora- 
tions)—see Sec. 602 


(d) Excess profits net income 
(for corporations) (i) on earn- 
ings basis—see Sec. 171(a) (1); 
(i1) on invested capital basis 


—see Sec. 711(a) (2) 


I have had occasion to refer to the 


*” The Federal Income Tax (Col. U. Lectures, 1920), p. 27. 
Are Stock Dividends Income? (American Economic Review, Sept., 1919). 


1945 





The New York Certified Public Accountant 


fact that “income” and “earnings and 
profits” are different concepts. Div- 
idends, as per statutory definition, 
are distributions out of “earnings 
and profits’** rather than out of 
“income.” The former, when re- 
duced to “net,” is much more akin to 
the accountant’s net income. 

In Com’r v. Wheeler —U. S— 
(March 26, 1945), the Court stated: 


“But ‘earnings and profits’ in the 
tax sense, although it does not 
correspond exactly to taxable in- 
come, does not necessarily follow 
corporate accounting ‘concepts, 
either. Congress has determined 
that in certain types of transac- 
tion the economic changes are not 
definitive enough to be given tax 
consequences, and has clearly pro- 
vided that gains and losses on such 
transactions shall not be recog- 
nized for income-tax liability but 
shall be taken account of later. 
$$ 112, 113. It is sensible to carry 
through the theory in determining 
the tax effect of such transactions 
on earnings and profits.” 


The courts regard “income,” un- 
defined in the Sixteenth Amend- 
ment, according to the layman’s con- 
ception of the term, rather than that 
of accountant, economist or lawyer. 
Its meaning is “not to be found in 
its bare etymological derivation. Its 
meaning is rather to be gathered 
from the implicit assumptions of its 


use in common speech.”** 


It is appropriate to conclude our 
discussion of the federal income tax 
concept of income, by referring to 
three Supreme Court decisions.** 

As early as 1913, the Court defined 
income “as the gain derived from 
capital, from labor, or from both 
combined.”*> About five years later, 
the same Court extended the defini- 
tion so as to include the profit gained 
through a sale or conversion of capi- 
tal assets.2® Finally, in 1920, the 
Court** found “little to add to the 
succinct definition adopted” in the 
two earlier cases, but it did emphas- 
ize “separation”—Seligman’s contri- 
bution: 


“ ‘Derived — from — capital’ ; ‘the 
gzin—derived—from—capital’, etc. 
Here we have the essential matter ; 
not a gain accuring to capital; not a 
growth or increment of value in the 
investment; but a gain, a profit, 
something of exchangeable value, 
proceeding from the property, severed 
from the capital, however invested 
or employed, and coming in, being 
‘derived’—that is, received or drawn 
by the recipient (the taxpayer) for 
his separate use, benefit and disposal 
—that is income derived from prop- 
erty. Nothing else answers the de- 
scription. 

“The same fundamental concep- 
tion is clearly set forth in the Six- 
teenth Amendment—‘incomes, from 
whatever source derived’... .” 


VI. THE INTERNAL REVENUE CODE RECOGNIZES THE 
PLACE AND FUNCTION OF ACCOUNTING IN THE 
DETERMINATION OF TAXABLE INCOME. 


The real forerunner of the present 
series of federal income tax statutes 








was the corporation excise tax act 
of 1909.7* Its language contemplated 


2 See Sec. 115(a), (b), (e), (h), (1) and (m); Reg. 111, Secs. 29.115-3, 29.115(12)- 


29.115(14). 


* Judge Learned Hand in U. S. v. Oregon-Washington R. & Nav. Co., 251 Fed. 211 


(C.C.A. 2, 1918). 


* Klein, Federal Income Taxation, pp. 49-51. 
* Stratton’s Independence, Ltd. v. Howbert, 231 U. S. 399, 415 (1913). 
* Doyle v. Mitchell Bros. Co., 247 U. S. 179, 183, 185 (1918). 


* Eisner v. Macomber, 252 U. S. 189, 207. 
* Act of Aug. 5, 1901 (36 Stat. L. 13-8, C. 6). 
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the determination of net income on 
the basis of cash receipts and dis- 
bursements. 
impracticable and, consequently, in 
the administration of the Act, estab- 
lished accounting practices were rec- 
ognized. By January 8, 1917, such 
recognition was formal.*® 

We have no need, and there is no 
time, to trace the evolution of the 
present Code provisions relating to 
computation of net income and rec- 
ognition of sound accounting meth- 
ods in such determination. Sec. 41 
of the Code approves the taxpayer’s 
method of accounting if it clearly 
reflects income: 


“The net income shall be com- 
puted upon the basis of the tax- 
payer’s annual accounting period 
(fiscal year or calendar year, as 
the case may be) in accordance with 
the method of accounting regu- 
larly employed in keeping the 
books of such taxpayer; but if no 
such method of accounting has 
been so employed, or if the method 
employed does not clearly reflect 
the income, the computation shall 
be made in accordance with such 
method as in the opinion of the 
Commissioner does clearly reflect 
the income...” 


Sec. 42(a) of the Code recognizes 
that receipts of a given year may 
represent income of another year: 


“General Rule-—The amount of 
all items of gross income shall be 


included in the gross.income for’ 


the taxable year in which received 
by the taxpayer, unless, under 
methods of accounting permitted 
under section 41, any such 
amounts are to be properly ac- 
counted for as of a different per- 
| rs 


This was found to be, 


Sec. 43 of the Code relates to de- 
ductions and parallels Sec. 42(a): 


deductions shall be 
taken for the taxable year in which 
‘paid or accrued’ or ‘paid or in- 
curred’, dependent upon the method 
of accounting upon the basis of 
which the net income is computed, 
unless in order to clearly reflect 
the income the deductions 

should be taken as of a different 
period... ™ 


e 


30 


The Code contains other instances 
of recognition of accounting prac- 
tices. Thus, in Sec. 22(c), dealing 
with inventories, it is provided that 
in businesses where the use of in- 
ventories is necessary to determine 
income, the Commissioner may pre- 
scribe the basis for the taking of 
the inventory 


“conforming as nearly as may be 
to the best accounting practice in 
the trade or business and as most 
clearly reflecting the income.” 


The regulations of the .Commis- 
sioner interpreting the Code are 
quite in accord with the sections 
from which I have quoted. Thus, 
Sec. 29.41-3 of Reg. 111 provides: 


“Methods of Accounting. — It 
is recognized that no uniform 
method of accounting can be pre- 
scribed for all taxpayers, and the 
law contemplates that each tax- 
payer shall adopt such forms and 
systems of accounting as are in 
his judgment best suited to his 
purpose. Each taxpayer is required 
by law to make a return. of his 
true income. He must, therefore, 
maintain such accounting records 
as will enable him to do so.” 


Again, Sec. 29.41-2 of the same 
regulations recognizes standard meth- 


; * T.D. 2433. See George O. May, “Taxable Income and Accounting Bases for Deter- 
mining It.” 40 Journal Accountancy 248 (1925). 
” This section, in dealing with decedents, refers—I recall no other place in the statute— 


to “the accrual method of accounting.” 


LO 4:5 
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ods of accounting and the need of con- 
sistency in the application of account- 
ing principles: 


“Approved standard methods of 
accounting will ordinarily be re- 
garded as clearly reflecting income. 
A method of accounting will not, 
however, be regarded as clearly 
reflecting income unless all items 


of gross income and all deductions 
are treated with reasonable con- 
sistency.” 


The statute provides protection for 
the revenue where there is manipu- 
lation of income* or where there are 
corporate acquisitions primarily for 
the purpose of evading or avoiding 
tax."* 


VII. CONGRESS HAS DELIBERATELY DEPARTED FROM THE 
CONCEPT OF “ACCOUNTING INCOME” IN ENACTING 
SPECIFIC PROVISIONS FOR INCLUSIONS, 
EXCLUSIONS AND DEDUCTIONS. 


A person otherwise unfamiliar 
with the Internal Revenue Code 
would be justified in assuming, as a 
result of reading the sections of the 
law and regulations quoted in the 
immediately preceding division of 
this lecture, that taxable net income 
would be determined in accordance 
with approved accounting methods 
consistently applied. The conclu- 
sion would be true but for the fact 
that Congress has seen fit, from time 
to time, to provide what might be 
called “exceptions” to sound account- 
ing practice. Some of these excep- 
tions favor taxpayers, others favor 
the Treasury, and still others favor 
the taxpayer or the Treasury, de- 
pending on circumstances and sub- 
sequent events. 


These “exceptions” limit the gen- 
erality of the application of account- 
ing principles to the solution of fed- 
eral income tax problems. This is 
so because, regardless of sound ac- 
counting practice, the mandate of 
the statute governs. 

We have no time to analyze the 


various exceptions, ascertain the mo- 
tivation which induced their enact- 
ment, or pass critical judgment on 
them. It must suffice, in passing, 
merely to mention some of these 
exceptions. 

Among those which now come 
to mind, as intended to favor tax- 
payers, are certain earnings for per- 
sonal services rendered outside of 
the United States**, which are not 
subject to tax. Then there is par- 
tially exempt income in the form of 
ordinary dividends received by a 
corporation, only 15% of which is 
subject to income tax** (and none 
to the excess-profits tax)*4*. Then, 
recently, those in the military serv- 
ices have been favored by exemp- 
tion of the first $1,500 of income 
from such services**®. There is, also, 
the exemption from income tax of 
the proceeds of insurance payable at 
death**, as well as the exemption of 
sickness and accident insurance and 
compensation for injuries*’. Another 
recent exemption, in the form of a 
special deduction, is the allowance 
of “extraordinary” medical expen- 


* See Sec. 45 of the Code and Sec. 29.45-1(c) of Regulations 111. 

* See Sec. 129 of the Code (amendment added by Sec. 128(a) of the 1943 Act). 

* Sec. 116(a). Interest from state and municipal obligations (Sec. 22 (b)(4)) and dis- 
tributions out of capital (Secs. 115(b) and (d)) are exempt on Constitutional grounds. 


* Sec. 26(b). 

“a Sec. 711(a) (1) (F). 

* Secs. 22(b) (13) and (14). 
* Secs. 22(b) (1), (5). 

* Sec. 22(b) (5). 
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ses®*, I suppose I should mention, 
in the present connection, the ex- 
emption from liability for tax of the 
lessor because of improvements made 
on his property by the lessee*®. Not 
so long ago the value of such im- 
provements was income to the lessor. 
The statute now provides that, under 
certain circumstances, discharge of 
indebtedness does not result in tax- 
able income to the favored debtor*®. 
Quite recently Congress amended the 
Code so as to provide for exemption 
from income tax of bad debt recov- 
eries, prior taxes and so-called “de- 
linquency anfounts” to the extent 
that there had been no prior tax 
benefit**. I suppose that it is proper 
to include among statutory devia- 
tions from accounting principles and 
practices, favorable to the taxpayer, 
the carry-back and carry-forward 
provisions of the statute, which ap- 
ply both to net operating losses*? 
and to unused excess profits cred- 
its*®. Exceptions to the general rule 
that depreciation, obsolescence and 
depletion, based on cost, may be de- 
ducted from gross income is found 
in connection with oil, mining and 
other extractive industries with re- 
spect to which specially favorable 
deductions are allowed on the basis 


of “discovery value’**. Finally, I 


* Sec. 23(x). 
* Sec. 22(b) (11). 


refer to the provision that only 50% 
of net long-term capital gains are 
to be treated as gross income*’. 
There is a somewhat similar provi- 
sion with respect to sales of oil or 
gas properties*®. 

However, as I have already indi- 
cated, all statutory deviations from 
approved accounting practices are 
not intended to favor the taxpayer ; 
some are meant to favor the Treas- 
ury. Thus, on public policy grounds, 
there are provisions which disallow 
deductions for net gambling losses,*” 
and where wage stabilization and 
OPA ceiling violations exist.** Then, 
there are the provisions limiting de- 
ductions as in the case of long-term 
capital losses*® and charitable con- 
tributions®®. While losses resulting 
from “wash sales”, from the point 
of view of business or financial ac- 
counting, are as fully deductible as 
any other losses, they are not allowed 
as deductions for income tax pur- 
poses. This is likewise true of 
income, excess profits and certain 
other taxes**, and expenses in con- 
nection with certain nontaxable 
transactions®*. Beside the “wash 
sale” provision, to which I have 
already referred, the Code disallows 
deductions of losses resulting from 
transactions between certain members 


* Secs. 22(b) 9 and 10; see, also, Amer. Dental Co. v. Helvering, 318 U. S. 322 (1943). 


See: 22(b) .CiZ). 

* Sec. 122. 

Sec. 710(c). 

* Sec. 114(b) (2), (3) and (4). 


“ Sec. 117(b) ; there is an over-all tax limitation of 25% of the amount of such gain. 
“ Sec. 105 (applicable where the principal value of the property sold was demonstrated 
through prospecting, exploration or discovery by the taxpayer; the tax is limited to 30% of 


the selling price). 
* Sec. 23(h). 


“ Reg. 111, Sec. 29.23(a)-16; CCH War Law Service, par. 41,072-041. 

* Sec. 117(d) and (e); only 50% of the amount of the net long term capital losses are 
allowed as deductions, but only as offsets against corresponding gains. In the case of non- 
corporate taxpayers, $1,000 is the limit of the deduction in any taxable year, but not in excess 
of the net income; there is a five-year carry-forward provision. 


*° Secs. 23(a), (0) and (q). 
* Sec: 234). 
* Sec. 23(c). 
* Secs. 23(a) (2) and (b). 
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of the “family” and through certain 
“controlled corporations,”** and also 
if expenses and interest, deducted by 
a taxpayer reporting on the accrual 
basis, are not paid to “related per- 
sons” within two and one half months 
after the close of the payor’s tax- 
able year.**> Where an employer 
pays excessive compensation to an 
employee, the amount deemed ex- 
cessive is disallowed as a deduction 
(although, of course, in business ac- 
counting the entire compensation 
would be treated as a deductible 


expense).°® Finally, I should refer 
to the Code provision which taxes 
to the grantor of certain types of 
trusts income of which he has legally 
divested himself.** 

I have already told you that some 
of the statutory deviations from ap- 
proved accounting practices may, de- 
pending upon circumstances and 
future events, favor either the tax- 
payer or the Treasury. Time does 
not permit detailed reference, but 
see Code Sections 112, 124, 22(b) (2), 
733, 23(a)(1)(c) and 24(a)(7). 


VIII. LEGISLATIVE DISTORTION OF “ACCOUNTING INCOME” 


We have seen that Congress has 
deliberately deviated from sound 
accounting practices in the defining 
of “taxable” income. Within the 
remaining area, however, it is un- 
fortunate that there has not been 
stricter adherence to established ac- 
counting practices in the determina- 
tion of net income. Offense is charge- 
able both to the courts and to the 
revenue authorities. I shall illus- 
trate my point by reference to a 
single inter-related field, namely, 
liability reserves®* and prepayments. 
In passing, I might say that with 
respect to liability reserves, part of 
the difficulty lies in accounting ter- 
minology: “reserves” are used in 
a number of senses, including the 
indication of accruals of liability. 
The statute permits deduction of 
reserves for bad debts, depreciation 
and depletion. Because of the spe- 
cific statutory provisions, and be- 
cause Congress has repeatedly re- 
sisted appeals to extend the use of 
reserves as deductions in the deter- 
mination of taxable net income, the 

* Sec. 24(b). 

* Sec. 24(c). 


Treasury has refused to recognize 
other than specifically mentioned re- 
serves, when denominated “reserves,” 


“even though they are for all practi- 


cal purposes merely “accruals.’*® In 
this attitude the courts have gener- 
ally, but not always, sustained the 
Treasury. 

We have seen that Sec. 43 of the 
Code recognized accrued expenses 
as deductions. There is no conflict 
between the Treasury and the pro- 
fessional accountant as to the mean- 
ing of the “accrual basis” or the 
“accrual method of accounting.” 
Long ago the Treasury recognized 
that true net income of a mercantile 
or manufacturing enterprise could 
not be determined on the basis of 
cash receipts and cash disbursement. 
This I pointed out earlier this eve- 
ning. In speaking to a group of 
lawyers, perhaps I should not take 
it for granted that all are familiar 
with the meaning of “accrual method” 
and “accrual basis” of accounting, so 
I shall devote a few moments to the 
subject. 


* Sec. 23(a) (1) (A) ; Reg. 111, Sec. 29.23(a)-7. 

* Secs. 166, 167; Reg. 111, Sec. 29.167-1(b). 

** This discussion contemplates taxpayers other than insurance companies, reserves of 
which are deductible on a special basis. I.R.C. Sec. 201(b) (c) (2). Ocean Accident & 
Guarantee Co., Ltd. vy. Comr., 47F. (2d) 582 (C.C.A. 2, 1931). 

° Rogers, Brown & Crocker Bros. Inc., 32 BTA 307, 314 (1935); G.C.M. 9571, C.B. 
X-2, p. 153; Mertens, Law of Federal Income Taxation, 1942, vol. 2, sec. 12.67. 
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The Treasury’s attitude toward an 
understanding of the accrual method 
of accounting is in accord with the 
views expressed by judicial tribunals. 
Thus, in Spring City Foundry Co. v. 
Commissioner, the Supreme Court 
has held that keeping accounts on the 
accrual basis means that it is the 
right to receive and not the actual 
receipt that determines the inclusion 
of an amount in gross income. When 
the right to receive an amount be- 
comes fixed, the right accrues. 

The High Court, in the foregoing 
case, dealt with gross income. I 
now cite from a decision of the Board 
of Tax Appeals, which concerns it- 
self both with income and with de- 
ductions on the accrual basis: 


“The basis idea under the ac- 
crual system of accounting is that 
the books shall immediately reflect 
obligations and expenses defi- 
nitely incurred and income defi- 
nitely earned without regard to 
whether payment has been made 
or whether payment is due. Ex- 
penses incurréd in the operations 
for a particular year are properly 
accrued in the accounts for that 
vear, although payment may not 
be due until the following year. 
Under the accrual system, the 
word ‘accrued’ does not signify 
that the item is due in the sense 
of being then payable. On the 
contrary, the accrual system wholly 
disregards due dates. Neither is it 
necessary that the amount of an in- 
curred liability be accurately ascer- 
tained in order to accrue it.”® (italics 
supplied) ; 


As descriptive of the accrual basis 
of accounting, it may be said that under 
this method, generally, the important 


* 292 U. S. 182 (1934). 


° H. H, Brown Co., 8 BTA 112, 117 (1927). 


and primary factor is not the receipt 
or the disbursement of cash, but the 
incurring or accruing of a right, and 
the incurring or accruing of an obli- 
gation. A sale of goods on credit, 
for instance, immediately creates an 
obligation on the part of the customer 
to pay for the merchandise involved, 
and the right on the part of the seller 
to receive the agreed price. When in- 
come is computed by the accrual meth- 
od, consummated sales are deemed to 
result in income immediately, regard- 
less of the date when payment is due. 
Likewise, when expenses are incurred,’ 
they constitute deductions from income 
immediately, even though the date of 
payment is postponed. 

A recent decision of the Circuit Court 
of Appeals for the Sixth Circuit aptly 
summarized requirements of the ac- 
crual method of accounting :* 


“The essence of the accrual meth- 
od of keeping accounts and making 
returns is that the right to receive 
and not the actual recejpt determines 
whether an amount should be in- 
cluded in gross income . . . Corres- 
pondingly, the right to deduct an 
expense item accrues when the fixed 
obligation is incurred, even though 
the amount may be diminished by 
subsequent events. Both sides of the 
ledger must be treated alike...” 


It is patently unrealistic to include 
in income, under this system of ac- 
counting, amounts which the tax- 
payer’s experience indicates will have 
to be paid over or returned to others,™ 
or amounts which have not yet been 
earned. 


I have already directed your attention 
to a firmly established accounting prin- 
ciple: 


But see Brown v. Helvering, infra, which 


holds that deductions for accrued liabilities must be predicated on definitely ascertained 


amounts. 


* Klein, Federal Income Taxation, pp. 106-109. 
* Ohmer Register Co. v. Com’r, 131 F. (2d) 682 (1942). 
“Magill, Taxable Income, 1945, p. 209; of Brown v. Helvering, 291 U. S. 193, 199 


(1934). 
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The revenue of a given accounting 
period shall be charged with, and 
offset by, all costs and expenses fair- 
ly attributable or applicable to such 
revenue. 


There is nothing in the statute to 
justify an assumption that Congress 
did not intend the foregoing definition 
to be recognized and applied in the 
determination of taxable income. Nev- 
ertheless, there are instances whic! 
demonstrate that taxing authorities are 
intent upon observing the requirements 
of the accrual basis with respect to 
gross income but much less zealous of 
doing so with reference to deductions 
therefrom. 


A number of rent pre-payment cases 
will illustrate my point. In the De 
Golia case® the Board, and in the 
Renwick case®® the Seventh Circuit 
Court, held, with respect to taxpayers 
reporting income on the cash receipts 
and disbursements basis, that rent re- 
ceived in advance was taxable in the 
year of receipt, where no “strings” 
were attached to the receipt, 7. ¢., the 
recipient was under no liability to re- 
turn the advance rent, nor was there 
any obligation to keep such rent in a 
special fund for specific purposes, or 
to apply it to the payment of future 
taxes on the property. Said the Court 
in the Renwick case: 

“If a taxpayer receives earnings 
upon property under a claim or right 
and without restriction as to its dis- 
position, he has received income for 
which he is required to account.” 


Even if cash basis taxpayers are held 
subject to income tax for advance rent, 
in the year of receipt, there is no ac- 
counting excuse for such treatment of 
taxpayers on the accrual basis. Never- 
theless, it was so decided in the Amuse- 
ment Company case,®** where the Board 


“© 40 BTA 845 (1939). 


* Renwick v. U. S., 87 F. (2d) 123 (1937). 


held that an advance rental “was not 
merely a deposit as security for the 
performance of some provision of the 
lease” and therefore had been received 
as rent without restriction. 


In another case also involving a 
taxpayer on the accrual basis, the Cir- 
cuit Court of Appeals for the Fifth 
Circuit held, properly, that advance 
rental for the tenth year of the term 
was a mere deposit and not taxable in- 
come at the time of receipt where such 
advance was given as security for the 
performance of the lessee’s contractual 
undertakings, even though there was no 
requirement to maintain a separate 
fund for the advance rental. and the 
cash in question was intermingled with 
the lessor’s other funds.** The prepay- 
ment was available as damages in the 
event of failure to perform, and the 


lessor allowed interest to the lessee on - 


the amount. In the Astor Holding 
Company case,®® the same Circuit 
Court, a year later, affirming a mem- 
orandum opinion of the Board, held 
that a taxpayer, on the accrual basis, 
was taxable in the year of receipt for 
advance payment of rental for the tenth 
year of the term. The Court differ- 
entiated the facts in the instant case 
from those of the Clinton Hotel case by 
emphasizing that in the later case the 
payment was absolute, whereas in the 
earlier case there were a number of 
conditions which might make an ad- 
vance applicable otherwise than as rent 
for the tenth year. There is no ac- 
counting justification in the case of 
accrual basis taxpayers for treating as 
income in the year of receipt, advances 
of rental for a future period. As I 
have indicated, however, the Treasury 
and the courts refuse to follow sound 
accounting practice except in instances 
where the advance is subject to such 
restrictions as those which existed in 
the Clinton Hotel case. 


"HH. & G. Amusement Co., Inc. v. Com’r, 46 BTA 1095 (1942). 
* Clinton Hotel Realty Corp. v. Com’r, 128 F. (2d) 968 (1942). 
” Astor Holding Co. v. Com’r, 135 F. (2d) 47 (1943). 
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We shall soon see that the attitude 
toward “accrual deductions” is not al- 
ways consistent with that shown 
toward “income accruals.” Consider 
prepayments. Take, for example, pay- 
ment of commissions for negotiating 
a lease. We noted in the Renwick case 
that the prepayment of rent was held 
income in the year of receipt. Never- 
theless, the commission paid the rental 
agent who obtained the lease was held 
to be not deductible in the same year 
but was to be prorated over the life of 
the lease! 

Unfortunately, rent and lease com- 
mission cases are not the only ones in 
which the Treasury exhibits inconsis- 
tency and in which the courts sustain 
such inconsistency. Perhaps the South 
Tacoma Motor Co. case™ illustrates, 
as pointedly as any other, disre- 
gard of sound accounting principles. 
In that case the taxpayer sold service 
coupon books for cash. As the buyers 
received service, coupons were deliv- 
ered; purchasers had the right to have 
unused coupons redeemed in cash. The 
taxpayer, on the accrual basis, con- 
sistently reported as income that por- 
tion of sales represented by coupons 
collected for services rendered. The 
Commissioner increased income by 
adding the deferred portion of the serv- 
ice coupon sales and the Board sus- 
tained him. There is no accounting 
justification: for the administrative 
action and, of course, for the Board’s 
approval thereof. There is no statu- 
tory mandate for the Commissioner’s 
action in the Tacoma case; none of the 
statutory provisions which deliberately 


deviate from sound accounting prin-. 


ciples apply to the transaction in ques- 
tion. In fact, not only did the Com- 
missioner ignore sound accounting 
principles consistently applied, but he 


3 T.C. 411 (1944). 


substituted therefor a hybrid cash-ac- 
crual method of determining income: 
he accepted the taxpayer’s accrual 
method with respect to all other items 
of income and deductions but asserted 
tax on the basis of cash receipts with 
respect to service coupon sales. 

A case with facts decidedly analo- 
gous to those of the Tacoma case is 
Your Health Club, Inc.™" In that case, 
the Club sold for cash a year’s “gym” 
service,—a sort of membership privi- 
lege. Sales were made continuously, 
so that during any taxable year there 
were overlapping service sales: sales 
of the prior year expired during the 
given year, while sales during the 
given year did not expire until the 
succeeding year. While the arrange- 
ment did not expressly provide for 
refundment in the case of surrender 
of membership, refunds on a propor- 
tionate time basis were made upon re- 
quest. The taxpayer, during its brief 
existence, had consistently reported as 
gross income the portion of member- 
ship dues which had expired during the 
taxable year. The Tax Court, in hold- 
ings that the entire cash received for 
service membership constituted income 
in the year of receipt, assumed that 
refundment might never be requested. 
This is true, of course, but then the 
cost of rendering the purchased and 
prepaid services: rent, heat, light, sal- 
aries, etc., would inevitably have to be 
met, to some extent, in the period sub- 
sequent to the end of the taxable year 


in which the “dues” were received. 


In response to the taxpayer’s argu- 
ments in the Club case that the inclu- 
sion of prepaid amounts in the income 
of the year in which received “prohibits 
a correlation of income and expenses 
incident to the earning of that income,” 
the Court pointed out the rather cum- 





™ Melvoin, “Reconciliation of Conflicting Accounting and Tax Concepts of Income” in 
American Institute of Accountants papers read at 1944 annual meeting; Montgomery, 
“Administrative Tax Accounting Fallacies in Section 41,” 78 Journal of Accountancy, 14; 
Gutkin and Beck, “Tax Accounting v. Business Accounting—The Emasculation of Section 


41,” 79 Journal of Accountancy 130. 
"4 'T. ©, 385 1944). 
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bersome remedial procedure provided 
in the regulations*® to implement Code 
Section 43 which permits deductions 
in a period other than the taxable year 
in which paid, incurred or accrued, if 
necessary in order clearly to reflect in- 
come. Regardless of the extent to 
which this exception may alleviate the 
situation, as regards deductions, the 
fact remains that the inclusion in gross 
income of the accrual basis taxpayer 
of receipts as yet unearned does vio- 
lence to sound accounting principles.”* 

The cases to which I have referred, 
and many others which reach similar 
results, frequently cite as authority the 
case of Brown v. Helvering, supra, the 
leading case on the question of contin- 
gent liability reserves. 

The Supreme Court has acknowl- 
edged that the prudent business man 
often sets up reserves to cover con- 
tingent liabilities.** A proper inter- 
pretation of Code Sec. 41 recognizes 
such reserves as exclusions or deduc- 
tions from gross income. But the High 
Court, in the Brown case, disapproving 
a liberal and realistic decision of the 
Circuit Court for the Fourth Circuit”® 
which had approved deduction of re- 
serves for cash discounts to which the 
taxpayer's accounts were subject, in 
an amount determined by past exper- 
ience with reasonable accuracy at the 
end of the taxable year, established an 
unrealistically narrow criterion of de- 
ductibility requiring the liability pro- 
vided against in the reserve to be fixed 
and absolute as opposed to’ merely 
contingent. In the Brown case, the 
so-called contingency consisted of the 
very strong probability based on pre- 
vious experience that a general agent 


* Regs. 111, Sec. 29.43-1; 103, Sec. 19.43-1. 


of fire insurance companies might be 
required, because of cancellation of 
policies, to return a portion of overrid- 
ing commissions. This contingency 
was held not to justify the deduction of 
a reserve set up to meet the obligation 
to refund. The additional factor in 
the case that the taxpayer’s attempt to 
deduct the reserve constituted an im- 
consistent method of accounting for 
which the Commissioner’s consent had 
not been secured, renders the decision 
sound. That most courts have adopted 
the alternate basis of decision and 
rigorously disapproved reserves for 
contingent liabilities constitutes, it 
seems to me, a faulty conception of the 
requirement of Code Section 41 and 
the rationale of the rule in U. S. v. 
Anderson, supra.” 

It is of course within the province 
of a court to find upon the facts before 
it that a liability for which a reserve 
has been established is not contingent, 
but absolutely accrued. Liberality in 
this respect has distinguished a few 
decisions. Most noteworthy is the line 
established by Air-Way Electric Ap- 
pliance Corp. v. Guitteau™® in which 
the taxpayer set up a “Reserve for 
Contingent Collection Expense” attrib- 
utable to its liability for distributors’ 
commissions payable as installments of 
the sales price were paid. Denying that 
the liability was a contingent one under 
the rule of Brown v. Helvering, the 
Court held that the obligation to pay 
commissions was absolute and accrued 
when the right to collect accrued during 
the taxed years. The “reserve” did 
not, therefore, constitute taxable in- 
come. 


To the same effect are the rulings in 


* See I. T. 3740, 1945-11—12050 (p. 3) for a proper application of accounting principles 


to deductions for prepayment of interest. 


*® Lucas v. American Code Co., Jnc., 280 U. S. 445 (1930); Brown v. Helvering, supra, 


I. T. 2199, C. B. IV-2, 78. 


*Virginia-Lincoln Furniture Corp. v. Com’r, 56 F. (2d) 1028 (1932) citing Klein, 


Federal Income Taxation, p. 137. 


* Montgomery, Federa! Taxes on Corporations, 1944-45, p. 975. Cf. Shapleigh Hardware 
Co. v. U. S., 81 F. (2d) 697 (C.C.A. 8, 1936) ; G.C.M. 1342, C.B. VI-1, 177. 
° 123 F. (2d) 20 (C.C.A. 6, 1941), rev’g. 29 F. Supp. 379. 
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Ohmer Register Co. v. Com’r.,7° and 
Warren Co., Inc. v. Com’r.,°° wherein 
the respective taxpayers were held en- 
titled to accrue in the taxable year, as 
a deductible selling expense, the entire 
amount of reserves for sales agents’ 
commissions.*t In the Ohmer case, 
the Court, recognizing that “both sides 
of the ledger must be treated alike” if 
the method of accounting adopted was 
to clearly reflect net income, declared: 


“The fact that the agent might not 
in the end receive his full commis- 
sion is no more material than that 
the petitioner might not receive full 
payment of the purchase price of the 
article sold. * * * 


“To divide the sale transactions 
here involved so as to treat them 
upon an accrual basis with respect 
to income and upon a cash basis with 
respect to expense in commissions 
in making sales from which the in- 
come was derived would be as objec- 
tionable as the division condemned 
in Air-Way Electric Appliance Cor- 
poration v. Guitteau.”’ 


An exception to the narrow formula 
applied to liability reserves is promul- 
gated in the Regulations*? for situations 
where trading stamps and premium 
coupons redeemable in merchandise or 
cash are issued for business promo- 
tion purposes. The distributor of such 


stamps or coupons may deduct from 
gross income the sum necessary to re- 
deem such part issued for the taxable 
year as experience indicates will be 
presented for redemption. An unex- 
pended portion of a reserve set up for 
stamps or coupons is taxable in the 
year of its transfer to surplus.** 

For the rest, while it is the rigid rule 
that a reserve reflecting a contingent 
liability is not allowable as a deduction 
or exclusion from gross income, it will 
be true, as a practical matter, that the 
taxpayer's method of accounting is not 
being permitted to “clearly reflect the 
income.” 

Unfortunately, the taxing authorities 
have been amply supported in their 
distortion of accounting concepts by a 
judicial, albeit erroneous, distinction 
between “net income” and “net earn- 
ings.” Thus, in South Dade Farms, Inc. 
v. Commissioner, 138 F. (2d) 818 
(C.C.A. 5, 1943), the Court stated 
that “Section 41 . . . required that the 
method of accounting should clearly 
reflect income, not net earnings.” Like- 
wise, in the South Tacoma case, supra, 
which involved prepayments by way of 
purchase of service coupon books, the 
Tax Court found that the taxpayer 
received its income in the year of pre- 
payment, though its earnings there- 
from might be subject to expenses in 
a later year** (not to mention redemp- 
tion of unused coupons). 


IX. CONCLUSIONS. 


If one versed in accounting were to 
read for the first time the sections of 
the law and the Commissioner’s regu-, 
lations interpretative thereof, as set 





forth in tonight’s lecture, he could rea- 
sonably conclude that sound accounting 
principles, consistently applied, would 
be determinative of taxable income. We 


131 F. (2d) 682 (C.C.A. 6, 1942), rev’g. B.T.A. Memo. Dec. 


° 46 B.T.A. 897 (1942) Acq. 1942—2 C.B 


. 19, aff'd, 135 F. (2d) 697 (C.C.A. 5, 1943). 


"Cf. Reuben H. Donnelley Corp. v. Com’r, 22 B.T.A. 175 (1931) Acq. X-2 C.B. 19, 
where amounts due for commissions were not credited until payment of the accounts. 


See also Willoughby Camera Stores, Inc., v. Com’r., 125 F. (2d) 607 (C.C.A. 2, 


1942), rev’g 44 B.T.A. 520. 


5 


* Reg. 103, Sec. 19.42-5. See also Regs. 101, 94, 86; Art. 42-5; Regs. 77, 74; Art. 335; 


Regs. 65, 62, Art. 91; Reg. 45, Art. 88. 


* The Creamette Co., 37 B.T.A. 216 (1938). 


“CF. I.T. 3369, C.B. 1940-1, 46, permitting accrual basis publishers receiving prepaid 
subscriptions to employ both deferred income and deferred expense accounts in arriving at 


net earnings. 
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have seen, however, that Congress has 
specifically departed from ordinary ac- 
counting principles and practices by 
wholly or partially excluding from in- 
come items which the accountant re- 
gards as income, by including items not 
regarded by the accountant as income, 
by refusing to allow deductions which 
the accountant would subtract from 
gross income in the process of deter- 
mining net income, by allowing certain 
deductions in a given period which do 
not really belong to the operations of 
that period, and otherwise. 

We have no special quarrel tonight 
with statutory inclusions or exclusions, 
or with postponements and _ precipita- 
tion of income. We merely refer to 
these matters to focus attention on the 
fact that taxable income cannot, in 
many situations, be exactly the same as 
financial or business income. Never- 
theless, in saying this, we wish to em- 
phasize that, aside from statutory dif- 
ferences, Congressional intent is, or at 
least was, to have sound accounting 
principles, consistently applied, deter- 
mine taxable income. We have seen 
too many instances in which such in- 
ference or belief has been ignored; 
court approval, and sometimes initia- 
tion of the trend itself by the courts, 
have created situations that should 
never have been permitted to arise and, 
surely, should not be permitted to con- 
tinue. 

We have seen that accountants are 
prone to resist recognition of profits 
until they become certain, and to antici- 
pate expenses and losses. The fed- 
eral income tax law recognizes only 
to a limited extent this conservative 
practice. Inventorying at cost when 
market is higher, and at market when 
cost is higher, is a concession to good 
accounting practice. So is the statutory 
provision for bad debt reserves. But 
it is difficult to excuse the deliberate 
and long-continued refusal to permit 
reserves for contractual commitments 
of machinery manufacturers, building 


* 320 U. S. 489 (1943). 
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and other construction contractors, and 
others who must guarantee their prod- 
ucts. The recent loss carry-back and 
carry-forward provisions may be in- 
terpreted as a species of reluctant con- 
fession of past legislative error with 
respect to reserves for the indicated 
purposes and for other probable losses 
and expenses where neither the exact 
amount nor the precise time of occur- 
rence can be foretold, although exper- 
ience justifies the conclusion that such 
expenses and losses will occur. And 
it is likewise difficult to accept, and 
quite impossible to excuse, insistence 
that prepayments for future services 
should be taxed as income in the year 
of receipt. 

In Dobson v. Commissioner,®> Mr. 
Justice Jackson points out that after 
thirty years of income tax history, there 
is no indication, contrary to normal 
expectation, that tax litigation will 
subside. He does not refer so much 
to frequent amendments of the law as 
the cause, because he knows that some 
amendments are necessitated by court 
decisions. The fault lies, he declares, 
in the fact that tax decisions of the 
courts are “not based on statute but 
upon their ideas of right accounting or 
tax practice.” He then continues: 


“But conflicts are multiplied by 
treating as questions of law what 
really are disputes over proper ac- 
counting. The mere number of such 
questions and the mass of decisions 
they call forth become a menace to 
the certainty and good administra- 
tion of the law.” 

* * * 


“Whatever latitude exists in re- 
solving questions such as those of 
proper accounting . . . exists in the 
Tax Court and not in the regular 
courts.” 

We have seen how far the Treasury 
has departed from accepted accounting 
principles in the treatment of accruals, 
of prepayments and other deferred 
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items. Its action has been encouraged 
by the courts. The Supreme Court’s 
recognition of the primary judicial 
status of the Tax Court may inspire 
that tribunal to re-examine and, at an 
early opportunity, rectify the type of 
accounting errors which I pointed out 
to you this evening. It may be that the 
remedy lies in legislation. Congress 
should, at the earliest possible oppor- 
tunity, restate its views and intendment, 
in language even clearer than the clear 
language of Sections 41, 42 and 43. 
To recognize net income, determined 
by the application of accepted account- 


ing principles consistently applied, as 
synonymous with taxable income, save 
only as the latter is specificially modi- 
fied by statute, would make for greater 
clarity and certainty in the law, would 
avoid much unnecessary. litigation, and 
would probably in the long run not in- 
jure the revenue. Lawyers and ac- 
countants are familiar with many in- 
stances in which the Commissioner’s 
action in ignoring sound accounting 
resulted in some immediate collection 
of revenue, offset, however, by consid- 
erable more revenue loss in later years. 








Somewhere... 


an American sailor’s life has just been saved by 
a transfusion of blood, collected by the Red 
Cross and put on his ship by the Red Cross. 
Remember this when you're asked to give or 


give again to the RED CROSS WAR FUND 
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Corporate Consolidations, Reorganizations 


and Mergers 


Principal accounting issues incident to the combination and 
reorganization of business enterprises 


By J. ARTHUR Marvin, C.P.A. 


Y remarks tonight will be con- 

fined to the principal account- 
ing issues incident to consolidations, 
mergers and reorganizations of busi- 
ness enterprises. In this era of high 
taxation, any plan that may be de- 
vised for the consolidation, merger 
or reorganization of corporate enter- 
prises must first take into considera- 
tion the federal tax problems involved. 
They are of paramount importance 
to not only the corporations involved, 
but to the interested creditors and 
equity shareholders. Inasmuch as 
these tax problems have already been 
presented to you, I will confine my 
remarks to a discussion of account- 
ing problems and issues. Mr. Wernz 
will probably discuss tonight the 
rules and regulations of the Securi- 
ties and Exchange Commission gov- 
erning consolidations, mergers and 





J. Artuur Marvin, C.P.A., has 
been a member of the Society since 
1928 and during this time has been 
on the Board of Directors for five 
years, and served as President and 
first and second Vice President. He 
has also been active on many com- 
mittees and is now Chairman of the 
3udget and Finance Committee and 
the Committee on Cooperation with 
Bankers. He is a member of the 
American Institute of Accountants 
and the National Association of Cost 
Accountants. Mr. Marvin is certi- 
fied in several states and holds mem- 
bership in the Illinois and Virginia 
state societies. 











reorganizations, and particularly the 
applicable accounting series releases. 
Their importance cannot be over- 
emphasized. They should be care- 
fully studied whenever a consolida- 
tion, merger or reorganization is 
contemplated. 

First there must be a carefully con- 
sidered plan. In the development 
of this plan, too much emphasis 
cannot be placed upon the import- 
ance of the contribution that can be 
made by the legal and the accounting 
professions. This calls for the clos- 
est cooperation between the attorneys 
and the certified public accountants 
for the interested parties. The at- 
torney must pass upon the legality 
of the proposed consolidation, merger 
or reorganization, the plan and the 
tax problems involved. The certified 
public accountant must pass upon 
the applicable accounting principles 
and the tax problems involving ac- 
counting issues under the applicable 
laws and regulations issued by the 
taxing authorities. In passing upon 
the applicable accounting issues, it 
should be noted here that the Ameri- 
can Institute of Accountants has de- 
veloped through its Committees on 
Accounting Procedure and Auditing 
Procedure certain guiding principles 
for business enterprises and for the 
accounting profession, which set forth 
the generally accepted accounting 
principles to be applied in the treat- 
ment of many items that come up 
for accounting interpretation, not 
only in connection with the published 


Presented June 7, 1945 for the Course on Current Problems in Accounting for Lawyers 
given by the Practicing Law Institute in cooperation with the American Institute of Account- 
ants and the New York State Society of Certified Public Accouontants. 
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annual reports of commercial enter- 
prises, but also when plans are be- 
ing formulated for prospective con- 
solidations, mergers and reorgani- 
zations. Therefore, in the develop- 
ment of these plans the interested 
corporate officials, their attorneys 
and certified public accountants, 
should work in the closest coopera- 
tion in order that no plan will be 
devised which will ultimately result 
in transactions which will compel 
the independent certified public ac- 
countant to qualify and take excep- 
tion in his report and opinion with 
respect to annual reports issued by 
companies subsequent to the con- 
solidation, merger or reorganization. 
Such qualifications or exceptions 
could have an adverse effect upon 
the future operations of the com- 
panies. 

A study indicates that some con- 
fusion exists in the statutes, in that 
some statutes do not make a clear 
line of demarcation between consoli- 
dations and mergers. From the ac- 
counting viewpoint there is a dis- 
tinction between a consolidation an 
a merger. To the accountant a con- 
solidation results when the share- 
holders of two or more corporations 
have agreed that it would be to the 
interest of all concerned to consoli- 
date their enterprises in the interest 
of economy and thereby improve the 
net income result of the combined 
interests. In the case of a consoli- 
dation, a new corporation is usually 
organized with an entirely new char- 
ter which acquires all of the assets 


and assumes all of the liabilities of: 


the corporations party to the con- 
solidation agreement in exchange for 
stock of the new corporation. Usu- 
ally, all of the capital shares of the 
old companies are surrendered and 
their charters cancelled. A merger 
is considered distinct from a consoli- 
dation in that one corporation may 
acquire all of the outstanding shares 
or acquire all the assets and assume 
all of the liabilities of one or more 
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other companies, and, simultaneously 
with such acquisition or at a later 
date, the assets and liabilities of the 
acquired company or companies are 
merged into the acquiring company 
and the acquiring company is the 
surviving or continuing company. 
Also, in the case of a merger it is 
usual, where the statutes so provide, 
that all the rights existing under the 
charters of companies merged into 
the surviving or continuing com- 
pany, are preserved and the char- 
ters of the merged companies be- 
come part of the charter of the sur- 
viving or continuing company. 
Reorganizations generally take one 
of three forms. Reorganizations un- 
der Chapter 10 of the Bankruptcy 
Act, reorganizations or readjustments 
accomplished through creditor com- 
mittees, and quasi-reorganizations 
which are generally accomplished 
through appropriate action of the 
directors and stockholders. 


Reorganizations under the Chan- 
dler Act are under the jurisdiction of 
the courts who have discretion as 
to whether or not they appoint a 
trustee independent of the manage- 
ment or permit the existing manage- 
ment of the company to act as trustee 
and continue to operate the business 
during the reorganization period. 
Generally, in each instance, the rec- 
ords of the company involved are 
carried on as heretofore. with the 
possible exception that as of the 
date of the appointment of the trustee 
new accounts are opened to which 
are transferred all of the assets and 
liabilities of the company so as to 
establish a clear line of demarcation 
for the purpose of permitting the 
trustee to give a clear report of his 
stewardship from the date of the 
trusteeship. Generally, protective 
committees are formed for the pur- 
pose of protecting the interests of 
the various classes of creditors as 
well as the various classes of stock- 
holders. The trustees generally 
work in cooperation with these com- 
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mittees in developing a plan of read- 
justment which will meet with the 
approval of all interested parties. 
Usually, the plan of reorganization 
provides for the scaling down of the 
funded debt and the interest thereon, 
or the possible substitution therefor 
of income bonds or capital stock, 
the elimination of one or more classes 
of preferred shares and the possible 
substitution of common shares for 
preferred, and the scaling down of 
the interests of, or the elimination 
of, the common shareholders. This 
also involves an adjustment of the 
interests of other creditors and such 
adjustment may provide that the 
creditors will receive settlement in 
the form of cash or securities or part 
in cash and part in securities of the 
reorganized company. In cases where 
reorganizations or readjustments are 
accomplished through creditor’s com- 
mittees, such committees usually 
avoid going through the courts and 
endeavor to work out a plan, if the 
business is sound, either by a scaling 
down of liabilities or by other means 
reestablish the business on a sound 
basis and save the company from 
bankruptcy. In the case of a quasi- 
reorganization, however, we have a 
situation where the management of 
a company submits a plan to the 
stockholders whereby a readjustment 
is suggested of the capital structure 
of the company for the purpose of 
creating a capital surplus against 
which write-downs of asset values 
may be made and existing operating 
deficits may be eliminated. This is 
usually done where a company has 
been over-capitalized and has been 
unable to operate profitably because 
of heavy financial charges against 
income, and it is considered desir- 
able to relieve future income of these 
charges. A quasi-reorganization 
presents a number of economic and 
accounting problems which require 
very careful consideration where 
such type of reorganization is con- 
templated. 
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In the foregoing I have tried to 
give you the accounting viewpoint 
or concept of consolidations, merg- 
ers and reorganizations. Because 
many of the accounting problems or 
issues are common to all, I will try 
to present them from the standpoint 
of the balance sheet or statement of 
assets and liabilities as it is some- 
times called. It should be empha- 
sized that these accounting problems 
or issues should be dealt with before 
consolidation, merger or reorganiza- 
tion. If they have to be met after 
consolidation, merger or reorganiza- 
tion they may jeopardize the future 
operations of the enterprise. 

In a well prepared balance sheet, 
the assets and liabilities are grouped 
under major classifications. The 
assets will be grouped under cur- 
rent assets, property, plant and 
equipment, other assets or invest- 
ments, and deferred assets. or 
charges. The liabilities will be 
grouped under current liabilities, 
funded or other long-term debt, de- 
ferred income or credits, reserves, 
capital stocks and surplus. 

Current assets usually consist of 
cash, marketable securities, notes 
and accounts receivable, and inven- 
tories which are generally divided 
into raw materials, work in process, 
finished goods and supplies. Cash 
and cash items should be investi- 
gated to determine whether any of 
the cash is restricted for specific pur- 
poses and that no unusual items are 
carried as cash, such as advances to 
officers, employees or others, in 
which case definite arrangements 
should be made for settiement. 
Marketable securities should be 
carefully examined, and where it is 
determined that the quoted market 
value of such securities is below 
cost, adjustment should be made. 
Where the quoted market value of 
these securities are in excess of cost, 
it is usual to adjust them to the 
quoted market value. Notes and 
accounts receivable due from cus- 
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tomers should be carefully reviewed 
and accounts known to be uncollecti- 
ble written off. An adequate reserve 
should be provided for accounts 
which appear to be doubtful of col- 
lection. Arrangements should be 
made for the collection of any 
amounts due from officers or em- 
ployees. If not considered collecti- 
ble, they should be charged off or 
an adequate reserve provided to 
cover possible losses. Other receiv- 
ables should also be reviewed and 
treated accordingly. Inventories 
should be carefully taken and priced 
under the supervision of the inde- 
pendent certified public accountant 
and a competent appraiser. All 
materials, work in process, finished 
goods or supplies which are deter- 
mined to be shopworn, obsolete or 
unusable should be reduced to their 
scrap or realizable value less provi- 
sion for profit on sale. If it is deter- 
mined that any of the current assets 


have been pledged as collateral to’ 


secure the payment of loans payable, 
such pledged assets should be shown 
separately. The foregoing  pro- 
cedure should be applied to all com- 
panies which are a party to or are 
involved in a consolidation, merger 
or reorganization. 


Because of the importance of the 
relationship of the current liabilities 
to the current assets, I feel that 
these should be discussed at this 
point. The current liabilities gener- 
ally consist of notes payable due to 
banks and others, accounts payable 
due to trade creditors and others, 
and accrued items such as payrolls, 
state, local and federal taxes. Notes 
payable are generally taken over at 
their face amount in the case of con- 
solidations and mergers, but in reor- 
ganizations these usually have to be 
scaled down to conform to the final 
agreements reached with the credi- 
tors. Such scaling down usually 
follows the order of priority in cases 
where some notes payable may have 
been secured by the deposit of col- 
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lateral. Accounts payable due to 
trade creditors will be treated simi- 
larly and scaled down in accordance 
with the agreement with the credi- 
tors. Payrolls have a prior lien 
against the assets of the companies 
and are generally paid in full. State 
and local taxes are a lien against the 
property taxed and may have to be 
paid in full. Likewise federal with- 
holding, social security and federal 
income and excess profits taxes have 
priority over other creditors to the 
extent established by law. There 
have been instances where state, ° 
local and federal taxes have been 
compromised and substantial down- 
ward revisions obtained. This possi- 
bility should be explored by the at- 
torneys. All of these tax accruals 
should be carefully computed and 
the estimates made should be rea- 
sonably accurate. In the case of 
federal income and excess profits 
taxes a careful review should be 
made of all of the federal income tax 
returns filed which have not yet 
been examined by the Bureau of 
Internal Revenue. It may be found 
that a number of questions of law 
and accounting exist which may re- 
sult in additional assessments of a 
substantial nature. Many of these 
questions may not yet have been 
settled by the Courts or by the 
Bureau of Internal Revenue and 
these matters should be brought to 
the attention of the attorney of the 
company so that legal as well as the 
accounting aspects of the items in 
question may be thoroughly studied 
and opinions obtained as to the 
possible ultimate tax result. If 
necessary, additional provisions 
should be made to cover possible 
additional assessments. All other 
current liabilities should be carefully 
investigated. The foregoing review 
of current liabilities is important in 
consolidations and mergers, where 
reorganization is contemplated under 
Chapter 10 of the Federal Bank- 
ruptcy Act, or through a creditors’ 
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committee. Usually in a quasi- 
reorganization there is no scaling 
down of current liabilities unless 
there happens to a major liability 
due to an affiliated company. 
Property, plant and equipment 
and the related reserves for depre- 
ciation involve both problems of 
accounting and valuation. Usually 
in well managed companies property, 
plant and equipment is generally 
stated at cost and the company has 
adopted a consistent method of pro- 
viding for appropriate charges to in- 
come for depreciaton and has pro- 
vided a reserve to measure the 
accumulated exhaustion, wear and 
tear on the property. Usually in the 
case of consolidations and mergers, 
property, plant and equipment is 
taken into the new or surviving 
company at the gross amount repre- 
senting the cost of property, plant 
and equipment to the companies and 
the full amount of the accumulated 
reserve for depreciation is taken 
over. Sometimes a party to the con- 
solidation or merger may claim that 
its policy with respect to deprecia- 
tion, maintenance, additions and 
betterments, has been more con- 
servative than that of one or more 
of the other companies involved and 
for this reason its plant accounts 
and depreciation reserve should be 
adjusted. In any event, the plant 
account should be carefully reviewed 
and adjustments made which will 
reflect as nearly as possible the cost 
of the property and accumulated de- 
preciation thereon. A method that 
is sometimes used is for the com- 
pany or companies to have ap- 
praisals-made of the property and 
to adjust the property values up or 
down as the case may be before con- 
solidation or merger is effected. 
These values should be on a con- 
servative basis because the vdlues 
that flow into a consolidated com- 
pany will be used as the basis for 
determining future charges against 
income for depreciation. If the 
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valuations are high and after con- 
solidation and merger require a sub- 
stantial increase in the amount 
charged against income for deprecia- 
tion, such increase may impair the 
success of the combined companies 
by substantially reducing the profits 
resulting from the combination. 
Where a reorganization is con- 
templated under Chapter 10 of the 
Federal Bankruptcy Act or where a 
quasi-reorganization is  contem- 
plated, the property, plant and 
equipment may be subject to sub- 
stantial reductions in order to eli- 
minate obsolete plant, machinery 
and equipment. In any event, it is 
advisable to have the report of com- 
petent engineers as to the utility of 
property, plant and equipment in 
order to avoid the mistake of carry- 
ing these properties into the reor- 
ganized company’s accounts at too 
high a valuation. To illustrate this 
point, a recent situation came to my 
attention with respect to a company 
which had been reorganized about 
ten years ago under Chapter 10 of 
the Federal Bankruptcy Act involv- 
ing the acquiring of the properties 
of the company under reorganiza- 
tion which included a couple of idle 
plants. At the time they were ac- 
quired the management of the reor- 
ganized company felt that it would 
be able to develop enough business 
to use these plants on a profitable 
basis. It subsequently developed 
that this hope was not realized and 
an opportunity arose for the sale of 
one of the idle plants. The plant 
was sold for a nominal sum and 
resulted in a net loss after taxes of 
approximately $400,000.00. The 
company since the date of reorgani- 
zation had accumulated a_ sizable 
earned surplus and found that be- 
cause it was compelled to charge 
this substantial amount against its 
earned surplus that the earned sur- 
plus accumulated since the date of 
reorganization had been reduced by 
approximately one-half. This is a 
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condition which cannot always be 
avoided and rests upon the best 
judgment of the interested parties 
at the time of the reorganization. 
3ut another factor that entered into 
this was that depreciation, taxes 
and other expenses applicable to this 
idle plant and equipment had to be 
charged each year against current 
income which reduced the results 
of operations of its operating plants. 
If this situation could have been 
foreseen at the time of the reorgani- 
zation of the company and these 
idle properties taken over at a 
nominal figure, the net income of the 
company would have been improved 
to the extent of such charges and 
it would not have been necessary to 
have used one-half of the earned 
surplus accumulated since the date 
of reorganization to absorb losses 
when this plant was sold. 

Other assets usually include long- 
term investments, such as invest- 
ments in other companies, property 
not used in operations, patents, 
patent rights, and similar intangi- 
bles and goodwill. Usually the 
securities or investments held under 
this classification are of a nature 
which are not readily marketable. 
Investigation should be made to de- 
termine whether or not any invest- 
ments in stocks and bonds have a 
quoted market value and if the 
quoted market value is less than the 
cost, adjustment should be made to 
reflect their value as of the date of 
the consolidation, merger or reor- 
ganization. On the other hand, if 
the market value is in excess of cost, 
adjustment upward may be appro- 
priate. Mortgages included under 
this caption should be carefully re- 
viewed from the standpoint of the 
type and character of the property 
pledged to secure the mortgage. If 
it appears that the value of the 
properties securing these mortgages 
does not warrant a recognition of 
the full amount of the mortgages 
then adjustments should be made to 
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conform with the estimated realiz- 
able values of such mortgages. In- 
vestment in other companies may in- 
clude investments in wholly owned sub- 
sidiaries. Careful review should be 
made of the financial statements of 
these subsidiaries. If it is deter- 
mined that the cost of these invest- 
ments is substantially in excess of 
the net worth of these subsidiaries 
as shown by the latter’s books, ad- 
justment should be made. In this 
connection it may be found that a 
company had substantial invest- 
ments in foreign subsidiaries and 
that such investments were charged 
off the books in order to take advan- 
tage of deductions as permitted 
under the Internal Revenue Code. 
With the end of the war in Europe 
it.may be found that many of the 
plants of these foreign subsidiaries 
have not been seriously damaged. 
The company may recover most of 
its investment and resume the man- 
agement and operation of these for- 
eign subsidiaries. The recovery of 
these properties presents a difficult 
accounting, valuation and tax prob- 
lem. Many companies carry 
patents, patent rights and similar 
intangibles at a nominal figure on 
their books, and others may show a 
substantial investment in these items. 
While these patents have probably 
been thoroughly investigated from 
the legal standpoint, careful investi- 
gation has to be made from the ac- 
counting standpoint to see that 
proper amortization has _ been 
charged against income in prior 
years so that future income will not 
be burdened with these charges. 
Usually in a reorganization patents, 
patent rights and similar intangibles 
are valued at a nominal amount so 
as to relieve future income of amor- 
tization charges. 

Goodwill is an item that requires 
careful analysis and consideration. 
If in the process of consolidation or 
merger by reason of having paid a 
price higher than book value, good- 
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will is acquired through the pur- 
chase of capital stock of one or more 
of the consolidating or merging cor- 
porations, consideration has to be 
given to whether or not this good- 
will is liable to become a charge 
against future income or earned sur- 
plus. This also applies to reorgani- 
zations. 

The American Institute of Ac- 
countants recently issued Research 
Bulletin No. 24 dealing with the sub- 
ject of intangibles. In this bulletin 
the intangibles are broadly classified 
as follows: 

(a) Those having a term of 
existence limited by law, regula- 
tion or agreement, or by their 
nature (such as patents, copy- 
rights, leases, licenses, franchises 
for a fixed term, and good-will as 
to which there is evidence of 
limited duration). 

(b) Those having no such 
limited term of existence and as to 
which there is, at the time of ac- 
quisition, no indication of limited 
life (such as goodwill generally, 
going value, trade names, secret 
processes, subscription lists, per- 
petual franchises and organization 
costs). 

(c) The excess of a parent com- 
pany’s investment in the stock of 
a subsidiary over its equity in the 
net assets of the subsidiary as 
shown by the latter’s books at 
the date of acquisition, insofar as 
that excess would be treated as 
an intangible in consolidated 
financial statements of the parent 
and the subsidiary. This class of 
asset may represent intangibles of 
either type (a) or type (b) above, 
or a combination of both. 


In discussing the various types of 
intangibles, the committee made the 
following statements: 

(1) The initial carrying value 
of all types of intangibles should 
be cost, in accordance with the 
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generally accepted accounting 
principle that assets should be 
stated at cost when they are ac- 
quired. In the case of non-cash 
acquisitions, cost may be deter- 
mined either by the fair value of 
the consideration given or by the 
fair value of the property acquired 
whichever is the more clearly 
evident. 

(2) The cost of type (a) in- 
tangibles should be amortized by 
systematic charges in the income 
statement over the period bene- 
fited, as in the case of other assets 
having a limited period of useful- 
ness. 

(3) The cost of type (b) in- 
tangibles may be carried continu- 
ously unless and until it becomes 
reasonably evident that the term 
of existence of such intangibles 
has become limited, or that they 
have become worthless. In the 
former event, the cost should be 
amortized by systematic charges 
in the income statement over the 
estimated remaining period of use- 
fulness or, if such charges would 
result in distortion of the income 
statement, a partial write-down 
may be made by a charge to 
earned surplus, and the balance of 
the cost may be amortized over 
the remaining period of useful- 
ness. If an investment in type (b) 
intangibles is determined to have 
become worthless, the carrying 
value should be charged off either 
in the income statement or to 
earned surplus as, in the eircum- 
stances, may be appropriate. In 
determining whether an _ invest- 
ment in type (b) intangibles has 
become, or is likely to become 
worthless, it is proper to take into 
account any new and related ele- 
ments of intangible value, acquired 
or developed, which have replaced 
or become merged with such in- 
tangibles. 

(4) Where a corporation de- 
cides that a type (b) intangible 
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may not continue to have value 
during the entire life of the enter- 
prise, it may amortize the cost of 
such intangible despite the fact 
that there are no present indica- 
tions of such limited life which 
would require reclassification as 
type (a) and despite the fact that 
expenditures are being made to 
maintain its value. In such cases 
the cost may be amortized over a 
reasonable period of time, by 
systematic charges in the income 
statement. The procedure should 
be formally approved, preferably 
by action of the stockholders, and 
the facts should be fully disclosed 
in the financial statements. Such 
amortization is within the discre- 
tion of the corporation and is not 
to be regarded as obligatory. 

(5) There is a _ presumption, 
when the price paid for a stock 
investment in a subsidiary is 
greater than the net assets of such 
subsidiary applicable thereto, as 
carried on its books at date of ac- 
quisition, that the parent com- 
pany, in effect, placed a value 
greater than book value on some 
of the assets of the subsidiary in 
arriving at the price it was willing 
to pay for its investment therein. 
If practicable, there should be an 
allocation of such excess as _ be- 
tween tangible ‘and _ intangible 
property and any amount allocated 
to intangibles should be further 
allocated to determine a separate 
cost for each type (a) intangible, 
and for at least the aggregate of 
all type (b) intangibles. The 
amounts so allocated to intangi- 
bles should thereafter be dealt 
with in accordance with para- 
graphs (1), (2), (3), and (4) 
hereof. 

(6) In connection with the fore- 
going procedures, the committee 
recognizes that in the past it has 
been accepted practice to elimin- 
ate type (b) intangibles by writ- 
ing them off against any existing 
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surplus, capital or earned, even 
though the value of the asset is 
unimpaired. Since the practice 
has been long established and 
widely approved, the committee 
does not feel warranted in recom- 
mending at this time adoption of 
a rule prohibiting such disposi- 
tion. The committee believes, 
however, that such dispositions 
should be discouraged, especially 
if proposed to be effected by 
charges to capital surplus. 


These factors should be given 
serious consideration in a consolida- 
tion, merger or reorganization, be- 
cause of their possible effect upon 
the future earning power of the com- 
panies. Companies. being reor- 
ganized under Chapter 10 of the 
Federal Bankruptcy Act, and par- 
ticularly companies contemplating a 
quasi-reorganization are affected be- 
cause these companies usually have 
been unable to operate at a profit on 
the basis of their existing capital 
structure. In such cases it seems 
reasonable to assume that goodwill 
is of no value and should not be 
capitalized. This reasoning may 
also be applied to patents, copy- 
rights and other intangibles. This 
is not always true, however, in the 
case of consolidations or mergers 
where the continuing corporation 
may derive substantial benefit by 
reason of the goodwill or other in- 
tangibles acquired. 

Deferred assets and _ deferred 
charges to future operations should 
be carefully reviewed, and any 
amounts reduced or added depend- 
ing upon the result of the investiga- 
tion. In this connection we some- 
times have a substantial adjustment 
for unamortized debt, discount and 
expense, where before the consolida- 
tion, merger or under the plan of 
reorganization the funded debt is 
paid off or otherwise disposed of. 

Funded debt or other long-term 
debt may be taken over at face 
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amount in consolidations or mergers, 
depending upon the terms of the 
agreements. Usually, where any 
debt discount and expense exists, 
such items are taken over at the 
amount recorded on the predeces- 
sor’s books and are amortized over 
the remaining life of the bonds. In 
reorganizations under Chapter 10 of 
the Federal Bankruptcy Act, we 
usually have a scaling down of this 
funded debt and a substitute of an- 
other type of long-term debt or 
capital stock. In reorganizations by 
creditors’ committees, these are 
matters which are adjusted by agree- 
ment between the various creditors 
at interest. In quazi-reorganiza- 
tions, funded debt is usually not 
affected. 

Deferred income and_ credits 
should be reviewed. Usually de- 
ferred income represents income re- 
ceived in advance of the perform- 
ance of the service for which it was 
received. If it appears evident that 
the cost of performance of the serv- 
ice will exceed the deferred income, 
additional reserves should be pro- 
vided to cover any additional costs. 
Deferred credits are usually items, 
the final disposition of which has 
not yet been determined. These 
should be investigated and appropri- 
ate disposition made if the necessary 
information is available. 

Many types of reserves may be 
found on the books of some of the 
companies. The purpose of these 
reserves should be carefully investi- 
gated, and if found to be no longer 
required for the purpose for which 
they were originally provided, they 
should be restored to earned surplus 
where such reserves were established 
through charges against income in 
prior years. On the other hand, if 
they happen to comprise self-insur- 
ance reserves or other reserves that 
were established to protect the 
company against an anticipated lia- 
bility, careful investigation should 
be made to see that the reserves are 
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adequate. Under present condi- 
tions, substantial reserves for con- 
tingencies may be found on the 
books of many companies. The 
main purpose today is to protect the 
company against future war contin- 
gencies, such as excessive cost of 
reconverting their plants from war 
production to the manufacture of 
consumer products. 


A company may have established 
substantial reserves for anticipated 
losses arising out of the war. These 
reserves may have been provided to 
protect the company against possi- 
ble losses due to war damage to 
plants located in foreign countries. 
These require careful review and 
may be subject to adjustment in the 
light of the termination of the war 
in Europe and the possible recovery 
of these properties. These reserves 
can be substantially in excess of or 
below requirements and a careful re- 
view should be made of the purposes 
for which they were created, and 
should be adjusted to fit the situa- 
tion at the time of consolidation, 
merger or reorganization. 

Capital stock usually does not in- 
volve any unusual accounting issues. 
In the case of consolidations, the 
capital stocks of the corporation or- 
ganized to acquire the assets and 
liabilities of the*company to be con- 
solidated is usually issued in ex- 
change for the stock of the com- 
panies party to the consolidation. 
In the case of a merger, the capital 
stock of the companies being 
merged into the surviving or con- 
tinuing company are surrendered 
and cancelled. In the case of a re- 
organization, the capital shares to 
be issued to creditors or to former 
stockholders are clearly set forth in 
the agreements and should be ac- 
cordingly recorded on the books of 
the continuing company. Or, if a 
new company is organized to ac- 
quire the assets of the old company, 
the capital stock will be issued in 
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accordance with the reorganization 
agreements. 

The next problem that I wish to 
discuss is the treatment of the sur- 
plus account of the combined com- 
panies. In the treatment of the 
combined surpluses, not all account- 
ants agree, so that I will have to 
straddle this issue to some extent 
and only try to give you the differ- 
ent points of view. The weight of 
Opinion at the present time, as it 
relates strictly to the consolidation 
ot two or more companies, appears 
to be that because an entirely new 
company emerges when a consolida- 
tion is effected, any earned surplus 
that may exist on the records of 
either or all of the consolidated com- 
panies should be carried in the capi- 
tal surplus account of the emerging 
company, and that a new earned 
surplus account should be started 
which is to be dated from the date 
of consolidation. Another method 
is to carry the combined earned sur- 
pluses of the old companies into the 
books of the emerging corporation 
as earned surplus of the combined 
companies at the date of consolida- 
tion and then to earmark the earned 
surplus since the date of consolida- 
tion. When issuing balance sheets 
of the new company, these two 
earned surplus accounts would be 
shown so that investors may see the 
accumulation of undistributed earn- 
ings since the date of consolidation. 
This would enable the investor to 
judge whether or not the consolida- 
tion had been successful and had 
lived up to its expectations as far 
as earning power is concerned. 
There is one hitch in this method of 
procedure and that is the legal 
aspect of this surplus which was ac- 
quired at the time of consolidation. 
lhe statutes governing consolida- 
tions in some of the States provide 
that such earned surplus of the con- 
solidated companies shall be earned 
surplus to the emerging or continu- 
ing corporation and is available for 
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dividends. These are matters, how- 
ever, with which the attorney for 
the company will be familiar, and he 
will undoubtedly take into considera- 
tion in the consolidation agreement. 
Most of the States today have stat- 
utes governing consolidations and 
mergers, and these will naturally be 
followed by the attorney in all 
agreements prepared by him. 

There also appears to be a differ- 
ence of opinion with respect to the 
treatment of earned surplus of com- 
panies merged into an acquiring 
corporation. Obviously, it seems 
fair that any earned surplus that 
was on the books of the acquiring 
corporation at the time of merger 
should remain the earned surplus of 
the company after the merger. 
However, there does seem to be 
some difference of opinion as to 
whether or not any earned surplus 
that existed on the books of the 
companies merged into the acquir- 
ing corporation should be included 
in earned surplus of the combined 
companies after the merger has 
been completed. There are two 
points of view to this. One of these 
has been definitely settled, and that 
is where a corporation acquires the 
capital stock of another corporation 
as of a given date, that any surplus 
existing on the books of the com- 
pany acquired is surplus at date of 
acquisition and therefore capital 
surplus after the date of the merger. 
On the other hand, if the merger 
was effected simultaneously with 
the exchange of stock of the surviv- 
ing corporation for the stock of the 
merged corporation all of the stock- 
holders immediately after comple- 
tion of the merger have a com- 
munity of interest in the combined 
earned surplus of both companies. 
Therefore, many accountants feel 
that if a merger has been effected in 
this manner that the earned surplus 
of all the companies should be carried 
forward as the earned surplus of the 
combined companies. 
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We have another type of merger 
which brings up a difficult problem 
in regard to the treatment of surplus 
and that is where a company over a 
period of years has acquired the 
capital stocks of a number of sub- 
sidiaries and decides that they 
should be merged for economic or 
other reasons. This holding com- 
pany may operate these subsidiaries 
for a number of years, and under its 
supervision and direction the sub- 
sidiary companies have accumulated 
substantial amounts of earned sur- 
plus. At the time of acquisition, 
however, there was also an accumu- 
lation of earned surplus. It is defi- 
nitely settled that this earned sur- 
plus at the date of acquisition is to 
be treated as capital surplus of the 
holding company in consolidated 
statements and should be eliminated 
in consolidation against the invest- 
ment of the holding company in the 
stocks of the subsidiaries. However, 
when the earned surpluses since the 
date of acquisition of the stocks of 
these subsidiaries are brought into 
the merger the question arises as to 
whether or not they should be 
treated as earned surplus of the com- 
bined companies. One point of 
view is that even in this case we 
have in effect created a new in- 
tegrated enterprise and that the 
earned surplus should be divided 
into earned surplus prior to the date 
of the merger and earned surplus 
subsequent to the date of merger. 
[I am inclined to lean toward the 
earmarking and disclosing of earned 
surplus before and after the date 
of such merger. I believe that the 
organization whose efforts produced 
that earned surplus should treat it 
as earned surplus after the merger 
has been effected. The other point 
of view is that all earned surplus of 
the merged companies acquired by 
the continuing or surviving corpora- 
tion should be treated as capital 
surplus and that only the earned 
surplus of the continuing or surviv- 
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ing corporation should be treated as 
sarned surplus. I do not agree with 
this point of view. 

In the case of treatment of sur- 
plus in quasi-reorganizations, the 
American Institute of Accountants 
has issued Research Bulletin No. 3 
setting forth what is considered to 
be appropriate procedure in connec- 
tion with this type of reorganiza- 
tion. The general purpose, as stated 
heretofore, is to make a restatement 
of assets, capital stocks and surplus 
through readjustment and enable 
the company to relieve its future 
income account or earned surplus 
account of charges which would 
otherwise be made thereagainst. It 
should be made clear in the report 
to the stockholders what restate- 
ments are proposed to be made, 
what adjustments are contemplated 
and the formal consent of the stock- 
holders should be obtained. Such 
readjustment should be presented in 
the form of a fair and conservative 
balance sheet as of the date of read- 
justment in which assets and liabili- 
ties should be so stated that no 
artificial credits will arise from 
realization of the assets or discharge 
of the liabilities. Furthermore, the 
readjustment of values should be 
reasonably complete, in order that 
there be no continuation of the cir- 
cumstances which justify charges to 
capital surplus in the future. After 
the adjustment has been made the 
earned surplus account representing 
accumulative earnings after such ad- 
justment should be dated, usually 
from the date on which formal con- 
sent of the stockholders is given. 
There may be some exceptions to 
this, but usually the earned surplus 
account should be dated as near as 
practicable to the date on which 
formal consent of the stockholders is 
given, and should ordinarily not be 
prior to the close of the last com- 
pleted fiscal year. One of the major 
principles set forth in Research 
Bulletin No. 3 is that amounts to be 
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written off should be _ charged 
against earned surplus to the full 
extent thereof and that the balance 
may then be charged against capital 
surplus. Likewise, a company that 
has subsidiaries should apply this 
rule in such a manner that no con- 
solidated earned surplus will be 
carried through a readjustment in 
which some losses have been charged 
to capital surplus. If the earned 
surplus of any such subsidiaries can- 
not be applied against the losses be- 
fore resort is had to capital surplus, 
the parent company’s interest there- 
in should be regarded as capitalized 
by the readjustment just as surplus 
at the date of acquisition, so far as 
the parent is concerned. One thing 
that should be avoided is an under- 
statement as at the effective date of 
the readjustment of assets which 
are likely to be realized thereafter. 
Such understatement may result in 
conservatism in the balance-sheet at 
that date, but may also result in an 
overstatement of earnings or of 
earned surplus when the assets are 
subsequently realized. Therefore, 
the general rule is that assets should 
be carried forward as of the date of 
readjustment at a fair and not un- 
duly conservative value, determined 
with due regard for the accounting 
rules to be employed by the com- 
pany thereafter. Where a fair value 
of any asset is not readily determin- 
able a conservative estimate may be 
made, but in that case the item 
should be described as an estimate 
and any material difference in value 


subsequently shown (by realization. 


or otherwise) to have existed at 
that date should not be carried to 
earned surplus. If potential losses 
or charges are known to have arisen 
prior to the date of readjustment but 
the amounts thereof are then inde- 
terminate, reserves may properly be 
made to cover the maximum prob- 
able losses or charges. If the re- 
serves are subsequently found to be 
excessive or insufficient, the differ- 
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ence should not be carried to earned 
surplus nor used to offset gains or 
losses originating after the read- 
justment, but should be carried to 
capital surplus. When the readjust- 
ment has been completed, the com- 
pany’s accounting should be sub- 
stantially similar to that appropriate 
for a new company. After such re- 
adjustment as already stated, previ- 
ously earned surplus cannot prop- 
erly be carried forward under that 
title. A new earned surplus account 
should be established, described as 
from the effective date of the read- 
justment. Capital surplus origi- 
nating in such a readjustment is re- 
stricted in the same manner as that 
of a new corporation; in other 
words, it becomes subject to a previ- 
ous rule issued by the American In- 
stitute of Accountants in 1934 which 
reads as follows: 


“Capital surplus, however created 
should not be used to relieve the 
income account of the current.or 
future years of charges which 
would otherwise fall to be made 
there against. This rule might be 
subject to the exception that 
where, upon reorganization, a re- 
organized company would be re- 
lieved of charges which would re- 
quire to be made against income 
if the existing corporation were 
continued, it might be regarded 
as permissible to accomplish the 
same result without reorganiza- 
tion provided the facts were as 
fully revealed to, and the action as 
formally approved by, the share- 
holders as in reorganization.” 


Charges against capital surplus 
should be only those which might 
properly be made against the initial 
surplus of a new corporation. Ob-- 
viously, it is recognized that charges 
against capital surplus may take 
place in other types of readjustments 
to which the foregoing provisions 
would have no application. Such 
cases would include readjustment 
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for the purpose of correcting errone- 
ous credits made to capital surplus 
in the past or to eliminate amounts 
which by universal agreement, do 
not give rise to charges in respect 
of exhaustion or amortization. In 
its statement the committee dealt 
only with that type of readjustment 
in which either the current income 
or earned surplus account or the in- 
come account of future years is re- 
lieved of charges which would 
otherwise be made there against. 
The existence of these different view- 
points in regard to surplus empha- 
sizes the need for cooperative atten- 
tion to these problems by the lawyers 
and the certified public accountants 
with the view of clarification which 
would give full consideration to the 
legal questions involved. 

In the foregoing I have endeavored 
to present strictly accounting prob- 
lems or issues as they would develop 
in giving consideration to the finan- 
cial accounts of companies which 
may be parties to consolidations, 
mergers or reorganizations. There 
are two other factors which must 
be given careful consideration before 
determination can be made as to 
the wisdom of any proposed consoli- 
dation, merger or reorganization. 
The most important of these is 
whether or not the existing manage- 
ment of these companies has demon- 
strated its ability to continue to 
successfully manage these com- 
panies affer consolidation, merger 
or reorganization. The other is that 
a study must be made to determine 
whether or not, even after consolida- 
tion, merger or reorganization, the 
companies can operate profitably. 
This requires a study of the exist- 
ing products manufactured or sold 
by the companies, whether or not 
consolidation or merger will enable 
the company to make substantial 
savings in administrative, selling 
and other costs, which will improve 
the net profit result of such combina- 
tions and in the case of reorganiza- 
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tions whether the existing facilities 
are adequate for the manufacture, 
production and distribution of these 
products. 


The current position of the com- 
pany after completion of the con- 
solidation, merger or reorganization 
is also of paramount importance to 
the successful continuance of the 
business. Therefore, when the cur- 
rent position has been determined 
after applying the foregoing adjust- 
ments, consideration must be given 
to whether or not the company will 
require additional cash funds to im- 
prove its current position and also 
for the purpose of making additions 
and betterments to the plant so as to 
increase the efficiency of its opera- 
tions. Coincident with the deter- 
mination of these requirements must 
be a plan for obtaining these addi- 
tional funds either through short- 
term loans or through the issuance 
of long-term bonds or debentures, 
or the sale of additional preferred or 
common stocks. Obviously, if the 
company does not have sufficient 
funds to meet its current obligations 
it cannot hope to succeed, regard- 
less of what adjustments may have 
been made in the process of reor- 
ganization. The studies in this con- 
nection should be based not only on 
past performance, but on future 
prospects and any estimates made 
should be conservative. 

One may consider these problems 
as being essentially in the field of 
businéss management. It is obvi- 
ous, however, that both lawyers and 
certified public accountants can con- 
tribute valuable guidance in resolv- 
ing the business issues involved and 
in analyzing the relevant evidence 
based upon the past performance 
and present position of the corporate 
entities about to be reorganized. By 
cooperating together on these prob- 
lems, the members of both profes- 
sions can better serve their clients 
and the public interest. 
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Corporate Consolidations, Reorganizations 


and Mergers 


By Witt1Am W. WERNTz 


Chief Accountant, Securities and Exchange Commission 


Presented June 7, 1945 for the Course on Current Problems in Accounting for Lawyers 
given by the Practicing Law Institute in cooperation with the American Institute of Account- 
ants and the New York State Society of Certied Public Accountants. 


HE subject of this evening’s dis- 

cussion is extremely broad in 
scope. It covers the accounting prob- 
lems inherent in two very different 
economic situations—first, the proc- 
ess by which two or more healthy 
businesses are integrated and, sec- 
ond, the process by which a business 
may be extricated from financial 
difficulties. Most of the accounting 
work and principles involved in such 
ransactions is identical with what 
is involved in the ordinary life of a 
business and needs no special em- 
phasis. We are to deal instead with 
those accounting questions that are 
peculiar to the special situations 
mentioned.? 

First, we may consider the ac- 
counting issues involved in the com- 
bination of two or more healthy 
businesses. There is some tendency 
to assume that specific accounting 
results follow automatically from 
the selection of a particular method 
of combination. For example, it is 





WititiaAm W. WERNTz is Chief 
Accountant for the Securities and 
Exchange Commission. Mr. Werntz 
is a specialist in legal accounting 
problems and was employed by the 
S.E.C. in 1935 as an attorney, and 
until his appointment as Chief Ac- 
countant was attached to the division 
of forms and regulations. 











‘me to be a sound approach. 


frequently argued that in a true 
merger there is no basis for depart- 
ing from the carrying values appear- 
ing on the books of the predecessors, 
whereas in a combination by pur- 
chase of assets it is necessary to de- 
termine and impress on the acquir- 
ing company’s accounts its cost of 
the assets and business acquired, 
whatever may be the carrying value 
on the other company’s books. Simi- 
larly, where the combination is 
effected by acquisition of a control- 
ling stock interest, it is sometimes 
stated that no change need be made 
in the carrying values of the new 
subsidiary’s assets. 

The difficulty with attaching any 
fixed accounting result to the use of 
a particular form of combination is 
that the method of combination is 
frequently chosen on the basis of 
legal or practical considerations 
having little or no accounting sig- 
nificance. Founding a whole series 
of accounting differences on the 
mere fact that company A techni- 
cally buys B’s assets instead of 
merging with B scracely seems to 
There 
are, of course, some accounting re- 
sults which necessarily result from 
the choice of a method of combina- 
tion. Clearly, for example, if com- 
bination is effected by acquiring 
stock control, the accountant must, 


* The opinions expressed are those of the writer and are not necessarily representative of 


official rulings of the Commission. 


Moreover, it is intended not to deal with companies whose 


rates and accounts are subject to the jurisdiction of governmental regulatory agencies since 
in such circumstances there are a number of complicating factors to which consideration must 


be given. 
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of course, recognize that there are 
still two corporations. 

The converse is also true. Not all 
combinations that technically are 
mergers are by that token homo- 
geneous from a business point of 
view. For example, in one case two 
wholly unaffiliated corporations may 
be united by merger. In another, 
one of the constituents may be a 
wholly owned subsidiary of the 
other. Ina third, one company may 
be newly organized for the sole pur- 
pose of merging with a single estab- 
lished company. All of these may 
technically be mergers, but economi- 
cally and also accountingwise they 
are scarcely related. 

From an accounting and business 
point of view, then, it seems to me 
that the particular technique of com- 
bination is very often of relatively 
minor significance. Much more 
weight, I think, should be given to 
such factors as the following as 
criteria or tests of the accounting to 
be followed: 


(1) The relative size of the prede- 
cessors; that is, is one com- 
pany so much larger than the 
other that it is obviously buy- 
ing up a business rather than 
truly merging. 

(2) The degree of affiliation among 
the predecessors. 

(3) The extent to which there is 
a change in ownership in the 
course of the combination. 

(4+) The nature and extent of prior 
business relations between 
the two companies. 


Perhaps all four of these criteria 
are directed ultimately to fixing the 
answer to this sort of question: Is 
the merger, consolidation or other 
form of combination in truth the or- 
ganization of a really new economic 
enterprise, or is this in reality the 
continuance of the old business in 
a new corporate vehicle, perhaps 
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with a new or somewhat expanded 
line of products? 

The significance of such factors 
may be illustrated by examining the 
question of whether the combined 
company may have an earned sur- 
plus as of the date of combination, 
or whether it ought to consider any 
excess of assets over stated capital 
as capital surplus, and start anew 
the accumulation of an earned sur- 
plus. Let us assume that Companies 
A and B, each having an earned sur- 
plus, merge or consolidate or that 
one purchases the assets of the other. 
Our question is, may the surviving 
or new company start with an 
earned surplus equal to the earned 
surplus of one or all of the old 
companies. 

Accounting authorities and exist- 
ing practice do not agree on this 
question: 

(1) Some authorities insist that 

sarned surplus cannot survive 
a company and cannot be 
transferred to another com- 
pany, hence only the earned 
surplus of a continuing entity 
is permitted to go forward. 

(2) Others maintain that if the 
surviving or new company is 
in effect a continuation of 
both of the old companies it 
is entitled to an earned sur- 
plus equal to the sum of the 
earned surpluses of the old 
companies. This result is fre- 
quently said to be permissible 
only if a high degree of affilia- 
tion existed between the old 
companies. 

(3) Some would permit earned 
surplus to survive or not, de- 
pending on the legal proce- 
dure —i.e., upon merger or 
possibly consolidation it would 
be permissible, but not as a 
result of purchasing assets for 
cash or stock. 

(4) Others would prohibit any 
earned surplus if the effect of 
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the transaction is the creation 
of a new economic entity. 

In my opinion, it is not ordinarily 
sound in the case of a merger or con- 
solidation to carry forward, as 
earned surplus of the surviving com- 
pany, the earned surplus of any com- 
pany whose existence is terminated. 
Indeed, where the amalgamation in 
effect brings into existence a new 
business or economic enterprise, it is 
to be doubted whether any earned 
surplus, even that of a corporation 
which legally “survives”, should be 
carried forward as earned surplus. 
‘There would, of course, be no objec- 
tion to designating the surviving 
surplus as “Capital surplus — con- 
sisting of the earned surplus of con- 
solidated or merged predecessors.” 
Not to take this position would mean 
that: 


(1) A company by, in effect, a 
purchase of assets can “make 
a profit”, i.e., increase its 
earned surplus. 

(2) The incongruous result is at- 
tained of permitting a com- 
pany to “start out” with an 
earned surplus. Clearly, if the 
merged company occupies a 
substantially different competi- 
tive or bargaining position than 
its several predecessors, there is 
something incongruous in meas- 
uring the success of the new 
business by the accumulated 
earnings of the old business. 


In this connection we may note 
the widely accepted quasi-reorgani- 
zation principle of not permitting 
any earned surplus to survive the 
effective date. Moreover, if the 
combination is effected by acquisi 
tion of control, not even in the prepa- 
ration of consolidated statements 
would a subsidiary’s surplus at ac- 
quisition be considered as earnings 
to the parent or to the consolidation. 

Finally, as I have suggested, not 
too much stress should be laid on 
the precise legal steps taken to effect 
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the amalgamation—i.e., purchase of 
assets, merger, consolidation, or ac- 
quisition of stock followed by merger, 
consolidation, or, indeed, merely 
liquidation. If this position is not 
taken, then merely by choosing a 
certain /egal method, e.g., purchase of 
assets instead of merger, one is per- 
mitted with unlimited discretion and 
without regard to economic facts, 


(a) to decide whether any earned 
surplus shall survive, and 

(b) to select the company whose 
earned surplus is to survive. 


Consider a proposed combination 
of A Company, which has a $1,000,000 
earned deficit, and B Company, which 
has an earned surplus of $1,500,000. 
The choice without regard to any 
economic considerations would exist 
of going forward with: 

(1) No earned surplus or deficit 

(2) Earned surplus of $1,500,000 

(3) Deficit of $1,000,000 and 

(4) Earned surplus of $500,000 


One argument is so often heard 
that it may be worth special atten- 
tion. It occurs in any case where 
substantially all old stockholders 
continue as stockholders of the sur- 
viving or new company. The argu- 
ment is that since each stockholder 
had an interest in the earned surplus 
of his company he is entitled to have 
an interest in earned surplus after 
the merger. Or, as it is often put, 
since the old surplus was applicable 
to the old stockholders as a group, 
and since the group is not changed, 


‘then therefore the earned surplus 


should not be lost or changed. This 
argument seems to me unsound, or 
at best of some merit only in the 
very rare case where the per share 
interest in earned surplus is the same 
for both old companies. If this is 
not the case, a definite transfer of inter- 
est takes place and it is hard to see 
how the stockholder whose interest 
in earned surplus increases can con- 
sider he has gotten earnings. Take, 
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for example, the following case of 
merger or consolidation between A 
and B wherein on a combined earn- 


Average earnings 
Capital stock 
yi oe : | ae seein 
arned surplus 


Per share interest in earned surplus $ 


It is difficult for me to believe 
that a representation of $75 per 
share interest in accumulated earn- 
ings is at all realistic or even useful. 

To summarize my own approach 
to this problem of when earned sur- 
plus may survive, the following con- 
clusions may serve as a basis for 
further discussion: 


1. Upon merger, consolidation, or 
other form of amalgamation of 
unaffiliated companies, earned 
surplus of all predecessors 
should prima facie be treated 
as capital surplus of the result- 
ing company. 

2. If, however, the size of one 
company is relatively so small 
that the other company obvi- 
ously dominates the situation, 
then the earned surplus of the 
dominant company may sur- 
vive. 
Upon the amalgamation of 
two companies which are 
wholly-owned subsidiaries of 
the same parent, the surviving 
company may start with an 
earned surplus not in excess of 
the combined earnings since 
acquisition. 
4. Upon the amalgamation of two 
companies which are parent 
and subsidiary, the surviving 
company may start with an 
earned surplus not in excess of 
consolidated earnings. 

Where the companies are close- 

lv affiliated but there exists in 

the subsidiary a material mi- 
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ings and asset basis one new share 
is issued for each share held in either 
old company: 


Surviving 

ACompany BCompany § Company 
$ 160,000 $ 140,000 oe 

1,000,000 1,000,000 $2,000,000 

500,000 1,000,000 1,500,000 

50 «= $ 100 «= S$ 75 


nority interest, or an issue of 
prior stock, the general prin- 
ciple should be followed except 
that in the case of the amal- 
gamation of two subsidiaries, 
the parent should be permitted 
to take up in consolidation the 
same amount of earnings as be- 
fore the transaction. 


In discussing the question of car- 
rying earned surplus through a com- 
bination, I have assumed that no 
problem of asset valuation was pre- 
sented. Mr. Marvin plans, I believe, 
to discuss that problem rather thor- 
oughly and for that reason I shall 
refet to only one or two special sit- 
uations. In recent years there have 
been a considerable number of cases 
in which a company acquired a going 
business through issuance of its 
own stock therefor. For the most 
part, such cases have not in my view 
represented a real merging of two 
businesses; but, largely because of 
the relative sizes of the two concerns, 
have instead reflected the outright 
addition by purchase of a small busi- 
ness by a large one. Technically 
most of such cases take the form of 


.a purchase of assets for stock or of 


the acquisition of stock followed by 
a merger. There is seldom a ques- 
tion of adding the earned surplus of 
the acquired company to that of the 
purchaser. Instead, the issue is gen- 
erally whether the assets acquired 
may or must be revalued, and whether 
in the process an intangible in the 
nature of good will is revealed and 
must be recorded. Ordinarily such 
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deals appear to be arranged on a 
mixed basis involving recognition 
of relative earning power, tangible 
assets, market value of securities, 
and perhaps factors of opportunity 
value, competitive position and even 
nuisance value. As the two businesses 
approach each other in size there is, 
of course, less to be said. for the con- 
clusion that either is “acquiring” the 
other. But assuming a dispropor- 
tionate size, the generic facts are 
customarily these: 

(1) The “fair value” of the stock be- 

ing issued is determined at a 
given figure through judi- 
cious reference to market val- 
ues, earning power and other 
factors. 
The fair value so determined 
is in excess of both the book 
and, we may assume, reason- 
able appraised value of all 
tangible assets plus clearly de- 
finable intangibles such as pat- 
ents. 


— 
& 


In such circumstances the ques- 
tion is raised whether the acquiring 
company must record its stock at its 
fair or actual value on issuance or 
whether it may record it at no more 
than an amount equal to the fair 
value of the tangible assets acquired. 
To follow the latter course is to per- 
mit a company, as I see it, to evade 
the responsibility of accounting for 
all that was actually acquired by it. 
But otherwise, it would permit a 
company to acquire a valuable asset 
and then immediately write it off to 
capital surplus. If the asset in ques- 
tion were tangible there are few who 
would countenance its deliberate and 
material undervaluation on the books 
of the acquiring company. If it were 
acquired for cash there are few to- 
day who would permit its elimina- 
tion against any account other than 
earnings or earned surplus. More- 
over, in the case of an intangible 
acquired for cash, the Commission 
indicated in the Associated Gas case 
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(and re-emphasized its view in Ac- 
counting Series Release No. 50) that 
any charge-off must go against earn- 
ings or earned surplus and not capi- 
tal surplus. In such cases as those 
in question here, I would regard the 
issuance of stock as a cash or cash 
equivalent transaction, would insist 
upon the recording of the intangible 
and would disagree with a proposal 
to eliminate it against capital sur- 
plus. It seems to me this view is 
strengthened by the fact that the 
same end result is reached whether 
we start by seeking to determine the 
“cost” of what is acquired or whether 
we look to see what the considera- 
tion received for the stock being 
issued ought to be. 

A contrary result is, to my mind, 
reached if the combination is actu- 
ally a family affair as is the case 
where a strong degree of affiliation 
exists between the two companies. 
In such cases there seem to me a 
good deal more danger than advan- 
tage in seeking to recognize a good- 
will element. In such cases, the ab- 
sence of any real arm’s-length nego- 
tiation would leave any creation or 
recognition of intangible values in 
much the same case as if there were 
a direct write-in of goodwill on a 
company’s own books. 

One problem that has not been 
fully explored, or, indeed, very often 
raised, to my knowledge, is whether 
or not the survival of earned surplus 
and the recognition of new values 
for assets are inconsistent. It would 


‘seem, at first thought, at least, that 


if the factors tending toward con- 
tinuity are sufficiently strong to jus- 
tify the survival of earned surplus, 
they ought at the same time to be 
so strong as to preclude recognition 
of new values. Or put otherwise, 
only such new values should be rec- 
ognized where earned surplus is car- 
ried forward as could be recognized 
and credited to earned surplus 
vhether or not the combination was 
effected. 
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Before leaving the subject of com- 
bining going concerns, I think it may 
be helpful to point out that in one 
form of combination pretty defin- 
ite accounting practices have been 
agreed upon. I have in mind the 
blending of two businesses that is 
accomplished when one company 
acquires the stock of the other. It 
seems pretty generally true that the 
amount at which the investment is 
to be set up on the new parent’s 
books is ordinarily the cash cost, or, 
if the consideration was not cash, 
the fair value of the consideration 
given. There is also a growing ten- 
dency, where complete control is ac- 
quired, to review and adjust the car- 
rying values of the assets of the 
underlying company so that a clear 
distinction is drawn between pay- 
ments for increased or unrecorded 
value of tangible assets and pay- 
ments for goodwill. In no case is 
there an attempt—absent prior close 
affiliation of the companies—to in- 
clude in the parent’s earned surplus 
or in consolidated earned surplus 
any earnings of the new subsidiary 
prior to acquisition of control. There 
is also very little effort and scanty 
authority for seeking to write off 
any part of the cost of the invest- 
ment against capital surplus. This 
point does not, however, hold true 
in the preparation of consolidated 
statements although it seems to me 
inconsistent to raise no question as 
to the elimination of consolidated 
goodwill against capital surplus but 
at the same time to disapprove on an 
individual company’s books the eli- 
mination of intangibles against such 
surplus. The point clearly merits 
careful study. 

The second general category of 
cases is grouped under the general 
head of reorganizations. Loosely, 
that term is often used to refer not 
only to the revamping of companies 
or groups of companies in financial 
difficulties but also to adjustments 
of equity interests where no question 
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exists as to the financial soundness 
of the enterprise. However, it is my 
intention to restrict this discussion 
to reorganizations designed to solve 
financial difficulties. In the more 
extreme cases, the problem ordi- 
narily arises under the Chandler 
Act, as to which the Commission 
has a number of advisory respon- 
sibilities. Since reorganization un- 
der that Act usually involves the re- 
duction or elimination of the interest 
of one or more classes of securities, 
it is apparent that the critical prob- 
lem is one of valuation of the enter- 
prise. The making of such valua- 
tions is not itself an accounting func- 
tion although much of the raw mate- 
rial in the form of earnings state- 
ments is. accounting data.© And in 
the preparation of such data and its 
interpretation the accountant obvi- 
ously has a great deal to do with the 
final result. 


In the less extreme cases there is 
ordinarily no recourse had to the 
powers of a court for carrying out 
the needed reorganization. Instead, 
there has grown up in the last ten 
or fifteen years a rather considerable 
body of accounting principles under- 
lying the procedure we call a quasi- 
reorganization that may be used 
where there are no questions of sol- 
vency. In brief, that is an account- 
ing and financial device designed to 
enable a company to make a new 
start, without, however, the costly 
formalities that ordinarily attend a 
true legal reorganization. Basically, 
it is a matter of agreement among 
the affected shareholders, reached 
after full disclosure of the circum- 
stances and marked by a formal con- 
senting vote. Since both a formal 
and a quasi-reorganization are de- 
signed to handle different degrees 
of substantially the same business 
problem, the accounting issues in- 
volved are also much the same and 
can be discussed together. 

The fundamental accounting prin- 
ciple is that a clean break must be 
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made with the past. To do this, 
great care must be taken that losses 
and profits fairly applicable to past 
operations are provided for or rec- 
ognized in such a way that they will 
not at some later date be taken up 
as losses or profits of the period after 
the reorganization. Fundamentally 
this is again a question of a fair 
valuation. Obviously, such a valua- 
tion or revaluation must cover all 
assets and liabilities of the enter- 
prise. It is not intended as a means 
by which to recognize merely a few 
selected losses. 

On the other hand, the values car- 
ried forward, for which the new en- 
terprise is to account, must not be 
set too low, for to do so would un- 
duly benefit future operations. It 
would clearly be misleading, for 
example, to write inventories or 
plant down to $1 where on any rea- 
sonable basis their fair values were 
considerable. It would obviously be 
misleading in the future in such a 
case to count as “profits” everything 
received for inventories in excess of 
$1. It would be equally deceptive 
to compute future “profits” without 
any charge for utilization of the 
plant. 

In practice, of course, it is rarely 
possible to settle upon a “fair value” 
that is fully provable and not sub- 
ject to attack. The best that can be 
done is to settle upon what under 
all the circumstances and giving ap- 
propriate weight to conflicting evi- 
dence seems to be the fair value of 
the assets. The essence of such a 
procedure, however, is that once the 
revaluation is made it should be re- 
garded in the future in the same 
light as would cost. Very occasion- 
ally there will be found cases where 
after the reorganization it is clear 
that the reorganization figures were 
arrived at on the basis of data that 
was at the time of reorganization in- 
complete or erroneous. Correction 
is then, and only then, in my judg- 
ment, appropriate. Great caution 
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must be observed that losses truly 
applicable to operations after the 
reorganization are not in the guise 
of “corrections” thrown back, thus 
unjustifiably improving subsequent 
operating results. 


This accounting basis of a reor- 
ganization is, it seems to me, pretty 
clear cut and understandable in prin- 
ciple. It is not so easy to apply it 
properly to some of the details or 
special situations that arise in actual 
cases. If, however, the objective is 
kept clearly in mind—to assign to 
the future only those costs and prof- 
its truly applicable to the future—a 
sound and reasonable solution to 
most questions will be reached. A 
few illustrations of some actual re- 
organization problems may be of as- 
sistance. 


1. A company sought to establish 
a reserve to which would be 
charged any loss suffered on 
the disposition (or collection, 
if a receivable) of any asset 
held at the date of the quasi. 

A company sought to establish 
a reserve against which future 
development and exploration 
expenses would be charged. 


i) 


3. A company sought to ignore 
for, the present dividends de- 
clared on its portfolio of tem- 
porary investments and to plan 
to treat such dividends as in- 
come when received in cash 
after the quasi. 


4. A company sought to ignore 
a pending claim by it for addi- 
tional compensation, although 
it had received informal noti- 
fication that such claim had 
been allowed. 


A company sought to reflect 
certain temporary investments 
at cost although their ready 
market value was greatly in 
excess of cost and they were 
to be sold (and were sold) with 
in a month or so. 


wn 
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In all of these cases it seems to me 
apparent that the proposed proce- 
dures would have clearly and unjus- 
tifiably benefited future operations. 

On the other hand, in the follow- 
ing cases the procedures proposed 
seem to me well designed to provide 
in the reorganization for losses and 
profits clearly applicable to the past: 


1. A company determined to 
abandon within the next sev- 
eral months such of its plants 
as were determined on the 
basis of an outside engineering 
study to be over-costly in oper- 
ation and provided a reserve to 
absorb any excess of the carry- 
ing value over salvage or sales 
value. 

2. A company provided a reserve 
applicable to its property ac- 
count against which it pro- 
posed to charge any excess of 
carrying value over cost as fi- 
nally determined by a regula- 
tory body to exist as of the re- 
organization date and required 
to be written off. 

3. A reserve was provided for pos- 
sible additional assessments of 
taxes applicable to prior years. 

4. A company retained an invest- 
ment in a subsidiary at cost 
but indicated in a footnote that 
if the investment were required 
to be sold by a regulatory body, 
profit or loss chargeable against 
future operations would be de- 
termined on the basis of a dis- 
closed estimated fair value at 
date of reorganization. 


To complete the list, let me cite 
one situation as to which the answer 
is not so clear. Suppose a company 
has preferred dividends in arrears 
and undergoes a quasi. Is it permis- 
sible to provide a reserve therefor 
so that the results of future operations 
may be relieved of the necessity of 
covering dividends, the basic right 
to which arose prior to the date of 
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the quasi-reorganization? Or should 
such charges be assigned to the pe- 
riod in which accrues the income 
from which the dividend is finally 
paid? 

The one common factor in all of 
these cases of reorganization is the 
existence of losses—either in the 
form of an operating deficit or in 
the carrying of assets at amounts far 
in excess of any reasonably foresee- 
able value. The accounting problem 
in reorganization or quasi-reorgani- 
zation is thus essentially the overall 
determination of the portion of costs 
that have been sunk and lost and 
from which no future benefits are 
reasonably foreseeable. Such a de- 
termination and separation of the 
present from the past ought to be 
viewed as an extreme and violent 
form of medicine not to be taken 
casually and certainly not frequently 
To use such a procedure annually 
or where the accumulated net loss is 
minor in amount is about as justifi- 
able as amputating a hand to avoid 
the pain of taking out a splinter. 

There is one final problem that I 
think should be mentioned. Some 
have suggested that the quasi-re- 
organization procedure be expanded 
or adapted to take care of cases where 
the corporate assets are carried for 
one reason or another at amounts 
very much below their “real worth”. 
Their catalog of possible cases in- 
clude discovery of new resources, 
acquisitions at “bargain prices” due 
to tax or other considerations, and 
the existence of usable plants which 
have been entirely depreciated 
through operation of Section 124 of 
the Internal Revenue Code. Such 
proposals seem to have at least a 
faint family resemblance in a great 
many cases to the ideas prevalent 
some twenty years ago when, if 
memory serves, a new era had ar- 
rived in which values could only go 
up, and a prophecy of next year’s 
profits was invariably regarded as 
more reliable than the fact of last 
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year’s losses. The kernel of this 
Proposal is a write-up of assets which 
to my mind is a basically different 
procedure than that of allocating 
costs between the past and the fu. 
ture. If a problem exists and a con- 
trol procedure must be established, 
I suggest that the procedure ought 
to be developed on its own as an 
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independent and fully integrated 
philosophy. It ought not, in my 
opinion, to be tacked onto the wholly 
different concept of quasis. Neither 
do I feel there should be an attempt 
initially to restate the principles of 
a quasi in such broadened language 
as to put write-ups and write-downs 
in the same pigeonhole. 
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Calendar of Events 


September 18, Tuesday — Regular 
meeting of the Board of Directors. 

October 8, Monday —7:30 P. M. 
Regular meeting of the Society. 
Location: Waldorf-Astoria Hotel, 
Lexington Avenue and 49th 
Street, New York. Subject: To be 
announced. 

October 8, Monday—Regular meet- 
ing of the Board of Directors. 


Clients Entitled to Copies of 
Tax Returns 


The following statement by the 
Committee on Professional Conduct 
was approved by the Board of Di- 
rectors at a meeting held on June 
21, 1945. 

The Committee on Professional 
Conduct has received inquiries from 
former clients of members as to 
whether they are entitled to receive 
from their former accountants, file 
copies of tax returns or other docu- 
ments prepared for submission to 
Federal, State or Municipal taxing 
or regulatory authorities, if they 
have at no time received such copies 
from the accountant during the 
course of the engagement. 

It is the opinion of the Committee 
that the failure to provide copies of 
such returns is discreditable to the 
members concerned, embarrassing 
to business men and constitutes a 
violation of the final paragraph of 
the Rules of Professional Conduct 
as set forth in Article XVIII of the 
By-Laws. 
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In case an accountant has sup- 
plied a client or former client with 
copies which have been lost or mis- 
laid by such client, it is the opinion 
of the Committee, that the account- 
ant, upon request of the client, 
should supply copies of the returns 
and may make a reasonable charge 
for the actual time required to pre- 
pare the copies. 


It is hoped that this general state- 
ment will make it unnecessary for 
the Committee to act on specific 
complaints. 


Lubin Appointed to Board of 
Examiners 


The Board of Regents has appointed 
Joseph I. Lubin as a member of the 
State Board of Certified Public Ac- 
countant Examiners for a full term 
of five years. 

Mr. Lubin is a member of the ac- 
counting firm of Eisner & Lubin, a 
member of the New York State Society 
of Certified Public Accountants since 
1934 and also the American Institute 
of Accountants. 

Recently Governor Dewey appointed 
Mr. Lubin as a member of the State 
Commission on Pensions. 


Formerly Mr. Lubin was a Special 
Deputy Chief Investigator with the 
War Production Board in charge of 
accounting problems. Mr. Lubin was 
appointed Chairman of a Committee 
formed to eliminate unnecessary ques- 
tionnaires sent to industry by the War 
Production Board. 
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NACA Elects Officers 


NACA has announced that Frank 
Klein, Vice President of Worthington 
Pump and Machinery Corporation 
has been elected President of the 
National Association of Cost Ac- 
countants in a mail vote just com- 
pleted. Philip J. Warner, a member 
of the Society was reelected Treas- 
urer and the following members of 
the Society were elected as Directors: 
George L. Nohe, Maurice E. Peloubet, 
Charles H. Towns, and Rodney F. 
Starkey. 


Experience Rating—Unemployment 
Insurance 


The Division of Placement and 
Unemployment Insurance has sent 
a one page questionnaire entitled 
“Unemployment Tax Credit Reply 
Form” to all corporations, partner- 
ships, and individuals who have been 
fling New York State Unemploy- 
ment Insurance Returns. This form 
must be completed and filed on or 
before May 31, 1945. 

The taxpayer, under regulations 
issued since the Unemployment Tax 
Credit Reply Form was mailed, is 
permitted to allocate bonuses paid in 


one quarter over actual period 
earned. For example, bonuses paid 
in December 1943 may be allocated 
over the four quarters of that year. 
Bonuses paid in July 1944 may be 
allocated over the period earned or 
the first, second and third quarters 
but must all be reported in the 
calendar year 1944 even though 
bonus period runs from July 1, 1943 
to June 30, 1944. The amount of the 
tax credit for each employer may 
be increased by allocating bonus 
payments or other irregular pay- 
ments of compensation as indicated. 

About October 1, 1945 the Depart- 
ment of Labor will issue to each em- 
ployer a tax credit which may be 
used to reduce the payment or pay- 
ments due from employer for New 
York State Unemployment Insur- 
ance Tax computed at 2.7% on pay- 
rolls during the period from July 1, 
1945 to June 30, 1946. The credit 
may be taken against payment due 
for the second, third or fourth quar- 
ter. Credit memorandum becomes 
worthless unless applied against 
payments due to the New York State 
Unemployment Insurance Fund for 
the period from July 1, 1945 to June 
30, 1946. 
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Whether you figure ditches or accounting problems, the Print- 
597 3% ing Calculator proves your answers are right! 
Tae Everywhere accountants say the Printing Calculator reduces 


errors and saves time by simultaneously working, printing and 
proving their problems—as shown by the simple problenis 
on the tape. 

The Printing Calculator is the ONLY machine that: 
Divides automatically and prints 
Multiplies and prints 
Subtracts and prints 
Adds and prints 
It replaces the ordinary adding machine 
that won't calculate, and the ordinary cal- 
culator that can’t print. Phone your nearest 
net Remington Rand office today, or write to 
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. Buffalo 5, N. Y., for your free booklet TOPS. 
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a Accuracy? Convenience? Completeness? Whatever the 
criterion, whatever the need, whatever the question—if it 
involves federal taxes for revenue, the accepted reporter of the 
federal tax specialist, the first choice of the man ‘who must have 
everything” is Standard Federal Tax Reports. 

Whether they represent tax payer or tax collector, on whichever side 
of the tax fence they stand—Tax Men all endorse “Standard Reports” 
in use, collect real dividends from its breadth of coverage, official and 
explanatory, its dependability, and its down-to-earth practical values. 


For the “Standard Reports” subscription plan brings subscribers up to date 
immediately and keeps them up to date continuously. Its swift, detailed, 
informative weekly issues blanket the field of federal taxation most important 
to business and its tax counsel—reporting week by week the latest development 
in pertinent law or regulation, interpretation or ruling ‘ 
or court decision—the newest return, report, or form—all 
enriched and illuminated by editorial sidelights 
and plain English explanations. 


Accordingly, Standard Federal Tax Reports subscribers 
always have the facts, always know just what to do— 
and why and how to do it! forsee ane ct 
© STANDARD FEDERAL 
Write for Complete Details . 
COMMERCE) CLEARING: HOUSE, INC., 
PUBLISHERS OF TOPICAL LAW REPORTS 
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